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PREFACE TO THE FIRST EDITION 


This book has only one object — ncitlier to propound nee 
refinements in the theory of money nor to advocate an- 
particular monetary policy, but quite simply to explain th 
‘ how it works ’ of our present monetary system. I hav 
not consciously shirked any difficulty, but I hope reader 
and critics will bear in mind that the purpose of the bool 
is not to achieve any formal completeness — for which th' 
student can be referred to a large number of excellen 
textbooks — but to provide a first view for the layman of thi 
main contours of an extensive field of knowledge. 

The book has been a long time in the writing. A firs 
version was begun in 1932 and finished in 1935, but I d( 
not think that many sentences of it have survived. Thi 
final version was all but complete when the war broke out 
The war and its aftermath will teach us a great deal abou 
money. Many of the emphases will shift and monctar 
institutions will change. It might seem foolish to publisl 
a book on money, most of whose examples are drawn fron 
the pre-war era, when that era has already closed. Bu 
there is some reason for thinking that the changes may no 
be so severe this time as they were in and after the war o 
1914-18. Then there was a long-established and smoothly 
working system to destroy. Now we have already hac 
monetary chaos for almost a decade ; we have been forcec 
to do a great deal of hard and untrammelled thinking ; w( 
have already been faced with problems very closely akin tc 
those of war ; and we have been compelled to look bchinc 
the formal facade of institutions like the gold standard and 
inquire into the basic realities. I am bold enough to hope 
that if this book comes to be read after the war, though many 
of Its pamples will be out-moded, the statements of monetary 
principle will be found to be perhaps incomplete, but not 
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Apart from a few passages in the last chapter, there is 
nothing original in this book. It follows that I have borrowed 
almost everything in it, and I ought to render thanks for the 
loans. But it is impossible even to remember the many 
sources from rvhich one has drawn this thought and that 
belief ; I can only single out a few. To three of my pre- 
decessors as Editor of The Economist — Walter Bagehot, Mr 
Hartley IVithcrs and Sir Walter Layton — I owe not only 
enlightenment but shining examples of the art of making 
monetary matters both intelligible and readable. To Mr 
J. M. Keynes I owe, as every monetary economist of my 
generation owes, a debt whose magnitude will be apparent 
from the book. From time to time one may wish to pick 
a particular bone with Mr Keynes, but the backbone of our 
present monctai7 doctrine is more of his construction than 
of anybody clsc’s ; I do not think it is possible to exaggerate 
the extent to which thinking on monetary matters has been 
transformed, whether always in agreement with him or not, 
since the appearance of his Treatise on Mouij in 1930. For 
all members or past members of the Cambridge school of 
economists Professor D. H. Robertson has played an equal 
part in building the modern theory of money — as Mr Keynes 
acknowledged, it is difficult to know where the one begins 
and the other leaves off ; but I also owe to Professor Robert- 
son the personal debt that pupil owes to teacher. For help 
with .specific points I am indebted to Dr Thomas Balogh, 
Mr Douglas Jay and Mi J. D. G. Krllnck. I have been 
given great assistance in the ardours of proof-reading by 
Miss Patricia Coumsell and Mi.ss Lynette Mills, who have 
also compiled the index. I owe the greatest debt of all to 
Prof'.ssor George O’Brien, without whose encouragement 
the book would never have been begun, and to my wife, 
without whose kindly insistence it would never have been 
finished. 


London 

September 


G. G. 



PREFACE TO THE SECOND EDI TTOX 


The Prcfarc to the First lalition of this nook was siEncd. 
I see, in that momentous month Sc'pternher ipio. and it 
was rash enough, for all the titanic striiLtgles that wi le rjuiuo 
on, to hope that the book would not be wholly out of date 
even after the war, that ‘ the statements of monetary priiiciplc 
will be found to be perhaps incomplete, but not inrorrcct.’ 

This hope has, I think, been lar-ely fullilled. There arc, 
indeed, many revisions in this Second Edition. Not only 
have examples had to be revised and tenses altered, but 
whole new sections have been added and one or two foi mcr 
sections deleted. But the framework of the argument remains 
unaltered. I do not find myself changing my mind on any 
issues of any importance, and the changes of emphasis, 
though I have made some, are neither large nor numerous. 
Indeed I think there is only one general reflection that ficcurs 
to me in revising the book, and that is to note the surprise I 
feel, in 1947, at finding how much I was still concerned in 
1940 (or rather, in the years immediately before the out- 
break of war, when the book was written) with problems 
of relative values rather than with problems of relative 
volumes. It seems a little old fashioned now to discuss the 
trade cycle so much in terms of price changes and so little 
m terms of unemployment or the size of the national income 
or to discuss, say, exchange control in terms of the over- 
valuatmn or undervaluation of currencies and not in terms 
of closing the gap in the balance of payments. \Vhcn this 
book took Its first shape, the transilion from static value 
economics to dynamic volume economics, under Keynes’s 
leadership was getting under way. Not much more has 
been needed than a number of shifts in emphasis but the 
revision of the book has taught me how much our approach 
to economic problems-if not our analysis of them when we 
have got to gnps with them-has altered in the last ten 
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years. I tliink the book has now caught up with current 
thouglit— perhaps I sliould .say with the current fashion in 
thought— but if a third edition is ever called for I shall not 
be surprised to find that further adjustments of emphasis 
arc required. 

It may be helpfid to note the main changes that have 
been made. ChajVn-r I is virtually unchanged. In Chapter II 
the examples have been brought up to date ; several new 
paragraphs dealing with the eficcts of the war on the bank- 
ing structure have been added ; and the section on the 
Money Market has been considerably enlarged, particularly 
to cover the ways in which the management of the national 
debt impinges on the monetary system. Chapter III has 
required very little alteration, and Chapter IV not much 
more. In Chapter V I have tried in one or two places to 
clarify the argument without changing it, and I have also 
somewhat increased the attention that is given to the three- 
cornered relationship between the volume of money, the 
liquidity preference of the public and the rate of interest. 
The section of this chapter formerly ciititlcd ' The Economics 
of War ’ has been entirely rewritten, and its scope limited 
to ‘ Money in Wartime.’ Chapter VI has been fairly sub- 
stantially revised. In discussing the weapons of control that 
the Bank of England can use, the first edition treated expan- 
sions or contractions in the volume of money and rises or 
falls in the rate of interest as two separate functions. In this 
edition they are treated as two facets of the same thing. 
The advent of comprehensive and deliberate economic 
policies on the part of Governments — -though it is difficult 
to credit the fact, such a thing hardly existed before 1939 
has necessitated a change in the assumption of the firet 
edition that the Central Bank was the controllcr-in-chief. 

In the second half of the book, Chapter VI 1 has not 
needed very much doing to it, but I have thought it best 
to transfer the section on Forward Exchange to the Appendix, 
since it seems likely to be something of a museum piece in 
the years to come. Quite a number of the paragraphs of 
Chapter VIII (Exchange Management and Control) have 

TiU 
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Chapter I 

THE NATURi: OF AfOXEV 
the I N \' E N T I o n of money 


is Money 


-- , ? That is a question winch re\v peopl 

can answer, although nearly everybodv thinks he kn^ -w 
the answer. It is reminiscent of the man who was asked t< 
dehne an elephant and could only reply that he would knoy 
one when he saw one. Eyerybody knows in practice wha 
constitutes money, but few people would be prepared at ; 
moment s notice to define money, to indicate precisely wha 
differentiates money from other articles or commodities 
This book is concerned with money, and it is an obiioip 

about. But It will take a whole chapter to define money 

to th?? "" f " definition can only be made intelligible 
0 the layman by means of description. The diction irv 
defines an elephant as ‘ a mammal of Africa and India^ 

b^dfis " 'iff °"Sed into a prehensile proboscis ’ • 
but this would hardly be of much assistance in iclentifyiim 

^^n:fL definition of nmiif 

an) thing having a customary or conventional use as 
a mec^ium of exchange or a measure, or denominator of 

"ve ™rwdf be" “ “ 



NATURE OF MONEY 

may be allowed occasionally to usurp the place of recorded 

fact, . . 

In the earliest stages of hdan as a commercial animal, his 

trading consisted entirely of barter. The hunter exchanged 
his hides and pelts and meat for the corn and straw of the 
tiller of the soil. And both, in a slightly latei stage, traded 
their products for the wares of the village craftsman. Now 
barter as a method of trade has several grave defects. One 
of these is the difficulty of settling on terms. The relative 
values of two or three of the more important articles of trade 
may be well known. It may for example be a convention 
of long standing that ten bushels of corn exchange for one 
cow. But how are the \-alues of less actively traded com- 
modities to be established ? How many bushels of corn 
should exchange for one tiger-skin ? And how many 
bananas for a goat ? And how many pigs for a new wife ? 
These are the commercial problems of private barter, and 
they are obviously not easy to solve. The first function of 
money is to help with the soludon of these problems. .,Sup-.-^ 
pose that everything is valued in terms of .one, co mmo dity. (! 
L^us suppose that this one commodity is the goat (as it is 
to-day among some East African tribes). Everything is 
valued in terms of the goat, and the terms of exchange 
between any pair of commodities can thus be easily estab- 
lished. A hundng-knife is worth ten goats, fifty bananas 
are worth one goat, five bushels of corn are worth two goats, 
a vvife^fihe-is-yoiing md_comely, is vyorth six goa^ — and 
so~on for every commodity. To us this invention seems 
very simple. It is merely the application to the sphere of 
value of the same idea that has produced the foot or the 
metre to measure length, the pound or gram to measure 
weight, the degree to measure temperature, and so forth. 
But at the time it was doubtless radical — the invention, 
perhaps, of some lazy genius who found himself oppressed 
by the task of calculating how many bushels of corn should 
exchange for one tiger-skin, if three bushels of corn were 
equal to five bananas, twenty bananas to one goat and 
twenty goats to one tiger-skin. And it undoubtedly was 

( 612 ) 2 
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an invention; it nccclvil the conscious icasoninc^f |io\\cr 
of Man to make the step from simple !)aitrr to money- 
accounting. ]] 

This is the first of the three pi imai v hmetions of money. 
It serxes as a unit of account. It ai ts as a \amlstiik, or 
standard measure, of \alue ti' which all other tliinu' can he 
compared. Trading is still .t simple exchange of goods lor 
goods : bananas arc still exchanged fur corn, ox-hides for 
straw. But the terms of exchange arc now fixed by rcfeniicc 
to one standard commodity. The community is on the 
goat-standard. Money has arrived. 

The establishment of a unit of account, however, docs 
not remove all the dilficultics of barter. There is still the 
difficulty of bringing the two p.uties together. John may 
have corn and want ox-liidcs. But Henry who has ox-hidcs 
may not want corn, and William who wants corn may not 
have any ox-hides. , In a simple community where com- 
modities are few, these difficulties can be overcome. But 
with ex ery nexv development of commerce, xx ith cx cry fresh 
division of labour, xvith cx’cry extension of the list of com- 
modities in trade, barter becomes more and more difficult. 
This difficulty also is solved by money. The unit of account 
becomes also a medium of exchange. Corn is no longer 
exchanged for ox-hides ; corn is sold for goats, and goats aie 
given in payment for ox-hides. Anything can be exchanged 
for goats, and goats can be exchanged for anything. In 
every transaction, money now not only fixes the terms, but 
mediates in the exchange. What was formerly a single 
exchange of corn for hides becomes a double exchange of 
corn for goats and goats for hides. The seller of corn Heed 
no longer seek out the seller of hides. They do their business 
through an intermediary. Money has become the first 
broker. 

These two functions of money, its function as a unit of 
account and its function as a medium of exchange, are the 
two fundamental essentials. But there is a tliird xvhose 
importance is hardly less. In a barter economy the rich 
^ he wants. He 
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must have fields to grow corn, forests in which to hunt game, 
animals to bear burdens and supply milk, servants to till the 
fields, hunt the game and care for the animals, barns to keep 
stores against a poor year. But with the coming of money 
the acquisition — or at least the safekeeping — of wealth 
becomes a simple matter. For if goats are money, they will 
buy corn and game and domestic animals, they will hire 
servants and purchase other people's stores in time of famine. 
The rich man needs to do no more than keep his wealth in 
the form of goats. Money will serve as a store of value — 
and this is its third function. 

j Any substance or commodity that is to serve as money 
must perform these three functions. Together they con- 
stitute the invention of money. All later developments of 
money me merely refinements upon the primitive essentials. 
Money is one of the most fundamental of all Irfan’s inven- 
tions. Every branch of knowledge has its fundamental 
discovery. In mechanics it is the wheel, in science fire, in 
politics the vote. Similarly, in economics, in tlie whole 
commercial side of hlan’s social existence, money is the 
essential invention on which all the rest is based. 


PRECIOUS METALS AND GOINS 

The example of a goat-money ivhich has been taken is 
by no means fanciful. In primitive agricultural communities 
domestic animals are the most obvious form of wealth, and 
they frequently come to be used as money. But any animal 
has serious disadvantages as money. All goats are not alike j 
if a man sells a piece of land for twenty goats, he may con- 
sider himself cheated when he receives the twenty skinniest 
and most diseased of the purchaser’s (lock. Moreover, goats 
have other disadvantages. An outbreak of disease "may 
decimate a man’s wealth. The breeding season will cause 
a plethora m the community’s supply of money. Precautions 
have to be taken to see that one’s nioncy docs not stray or 
fall victim to beasts of prey. Now just as domestic animals 
have certain grave disadvantages as money, so otlier com- 

4 . 
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moditics liave outstanding advanta'^cs. It is a c<»nipaiali\ civ 
early discovery in the histoiA’ of money that metals are 
among the most suitable of all commodities to sciac as 
money. They are easily handled, their quantity is com- 
paratively easily ascertained, they do not waste away, thc\' 
need little storage space or attention. And since the annual 
production of a metal is only a small fraction of the total 
amount of the metal in existence, the available supply docs 
not vary very much from year to year. And so in the next 
stage of civilization we frequently find metals serving as 
money. 

Of all the metals, those known as tlic precious metals, 
and particularly gold and silver, have bei omc pre-eminently 
the money metals. Other metals have been used as nn aicy : 
iron, copper, bronze have each had their chiy. But in 
\Vestern civilization at least, gold and silver have far out- 
distanced their rivals. It is worth making a short digression 
to investigate the connection between pn'cious metals and 
money. 

As soon as money was invented it became the object of 
men’s desires. Since it would purchase anything, it became 
supremely worth having. What was really of value, what 
men really wanted, was the wealth that money would buy. 
The miser, the man who hoards money for its own sake 
and deprives himself of every good thing to acquire it, is 
rightly looked upon as an abnormal creature. But the 
perfectly normal man in the street does not entirely avoid 
the miser’s mistake, for he also looks upon money as some- 
thing that is valuable in itself. Any community, in selecting 
the commodity that is to serve it as money, nearly always 
chooses a valuable commodity. And, indeed, valuable 
commodities, as we shall see in a minute, ha\ e great advan- 
tages as money. But it is not their \alue which gives them 
their advantages, and an almost worthless commodity can 
serve perfectly efficiently as money, as we, who use bits of 
printed paper, ought to know. 

The belief that since money is the key to all wealth it 
must consist of a substance that is itself valuable is very 

5 
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deep-rooted in human psycliolog)', To this day the average 
man, if asked what makes money good money, would pro- 
bably reply its value. Gold money, he thinks, being the 
most valuable money is the best money. And if he were 
asked how it is that we accept worthless bits of paper, he 
would reply that they are backed by the gold in the Bank 
of England. The belief that money must either consist of, 
or at least be backed by, something of value is sometimes 
carried to great lengths, For example, in 1923, when the 
great inflation in Germany had entirely destroyed the 
German people’s faith in its money and there was an urgent 
demand for a ‘ good ’ money, the authorities produced a 
new currency, the Rentenmark, which was said to be ‘ backed 
by ’ the land of the country. It was true that a legal 
charge was placed on all the land of the country, but the 
Rentenmark note was not itself land, nor was there any 
method by which the holder of a Rentenmark note could 
possess himself of the land that was supposed to be behind 
his note. But the elaborate bluff worked, and so strong 
was the belief of the German people that any itTfi'iey 
which either consisted of, or represented, a valuable com- 
modity was an efficient money, that the Rentenmark was 
accepted. 

But this belief is fallacious. If it is the value of the 
money-substance which makes the monev good, one would 
expect every community to use its most valuable substance 
as money. But in fact no community does so. The precioits 
stones— for example, diamonds, rubies, pearls— have through- 
out their history been more valuable, weight for weitfht, than 
the precious metals. Even among the precious metals it is 
not necessarily the most valuable that is used as money. 
Gold has always been more valuable than silver. But silver 
has more often been used as money. Indeed the French 
and several local dialects of English use the same word for 
money and silver.’ And if we inquire into the reason 
for this choice of the less valuable metal we shall get the 
clue to the whole question. Gold was not used as money 
throughout the bulk of known history, although it was 
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familiar and considered more valuable than silver, simply 
because it would have been inconvenient to use it as money. 
Indeed it was too valuable. The amount of gold needed to 
buy a loaf of bread would have been infinitesimal, and it is 
obviously inconvenient to have to deal in quantities of metal 
so small that they easily get lost. Only the very largest 
transactions could conveniently be settled in gold. Even 
in our own fathers’ day, when gold was still the chief form 
of money, we had to have silver and bronze coins to accom- 
plish the smaller transactions. 

The reason why gold was too valuable to serve as money 
right through the Middle Ages was, of course, that it was 
too scarce. And so we arrive at the question that will 
occupy us for a large part of this book— the question of the 
proper quantity of money. We have just seen that money 
must not be too scarce or else it wiU have to be handed 
round in inconveniently small quantities. It must also not 
be too common or ebe it will have to be handed round in 
inconveniently large quantities. That is why iron failed to 
kxem its place as money : nobody would be willing to carry 
several pounds of iron on his person to make his daily pur- 
chases. The money-substance must therefore be scarce but 
not too scarce. And since metals are for other reasons 
convenient substances to serve as money, the most efficient 
money-substancq will be a metal that is precious but not 
too precious. Hence the choice of silver and, later, of gold, 
and the rejection of both platinum (which is too scarce) and 
iron (which is not scarce enough). 

The point to notice is that it is the precise degree of 
scarcity which determines the choice of the money-substance 
and not its value. This may soimd like a quibble, for are 
not scarce things valuable, and valuable things scarce? 
Throughout the greater part of monetary history the objec- 
tion would be valid. But it is not to-day. For we have 
invent^ a money-substance, in the form of paper money, 
which is scarce without being valuable. Laws against forgery 
prevent notes from becoming too common, but the paper 
on which they are printed is almost worthless. Their scarcity 
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makes tliem an efficient form of money and their lack of value 
does not hinder them. 

Mention of paper money, however, is an anticipation. 
We had got no further in our history of money than the 
choice of precious metals to serve as money and we must 
return to them. But the digression has served to establish 
tlie fact that there is no overruling reason \s'hy money should 
be made out of either a precious metal or any other precious 
substance. Gold and silver were chosen simplv because of 
their suitability for the job ; they are easily handled and 
stored, they do not deteriorate, they have just about the 
right degree of scarcity, and they can be relied upon neither 
to increase nor to diminish in quantity e.xccpt gradually. 
But in the earliest stages precious metals still had two defects. 
In the first place the ascertainment of their quality, though 
not a difficult process, was a troublesome one. The ordinary 
man did not want to have every piece of money that came 
into his hands assayed. And in the second place metal is 
not the easiest thing to divide up into convenient units. If 
a man is buying a emv for two ounces of gold it is incon- 
venient to have to cut the amount off the end of a bar. 
These difficulties were got over by the next iiuention in the 
history of money : that of coinage. The king of a country 
gradually undertook to issue lumps of the money metal of 
a standard weight and a standard degree of Imencss, and 
he attested these lumps by stamping his image on them. 
That, quite simply, is the origin of the coin. So long as the 
public had confidence in the king’s honesty and in his ability 
to prevent other people forging his likeness on coins ol in- 
adequate weight or inferior metal, his coins would be 
accepted without question. But if doubts began to be cast 
upon either his integrity or the efficiency of his police, his 
coins were treated merely as lumps of metal like any other, 
subject to weighing and assay. 

We have now arrived at tlic verge of historical times and 
there were hardly any other developments in the technique 
of money until the modern age. There were, of course, 
incidents in liic history of the coinage. The metals changed, 

8 
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and the denominations wiili them, d'he (dd names lost 
their meaning.^ Debasements (i.e. tiic Inwci ing of tlic metal 
content of the coin) were hevineiU, and the periods \slicn 
coins could be taken absolmelv on trust \vere tare, but 
throughout tliesc long centuries money comistrii, [or all 
practical purposes, of coins. 

One very interesting change wa';, howe\er, in pnlce^s 
beneath the surface. Gold and siK er were originally chosen 
as money because they were, among other things, fairlv 
scarce, and their scarcity made them caluahic. W'lien we 
say tliat a thing is scarce we naturally mean that it is scarce 
compared to the demand for it. \'aliic is determined bv tlie 
relation between Supply and Demand, and for a thing to 
be valuable it is not enough that theic should be a com- 
paratively large demand for it. Now gold and silver were 
valuable before they were chosen as money. That means 
that the demand for them, as ornaments and the like, was 
so large relatively to the amount of them in existence that 
they were scarce and valuable. And their scarcity and value 
played a part, as we have seen, in their selection as money. 

The use of gold and silver as money very greatly in- 
creased the demand for them. If large quantities of gold 
and silver were required for coining, there was correspond- 
ingly less available for ornament or for the various industrial 
and dental uses that were later discovered for the metals. 
At the present day, for example, about half the annual out- 
put of the gold mines is required for monetary purposes. 
And of the remaining half a large part is, in a normal year, 
taken by Eastern countries for the purpose of hoarding’ 
which can almost be counted as a monetary use. The 
demand for gold in industry, dentistry, etc.— that is, the 
demand for it as a metal and not as a monetary or valuable 
substance— is only a fraction of the total demand for gold. 


English pound was, in origin, quite simply a pound of silver, 
nnnna Connection between the pound as a unit of money and the value of a 

fhat ie F R "'"'r intereslinj to note 

th F* franc stems from the hvre, which was originally identical with 

one po£ ^ ‘‘ ^>«‘cial rale) to equal 
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But the \-alue of gold is still determined by the relation 
between Demand and Supply, If gold ceased to be used 
as money ^ and the demand for it fell to the purely industrial 
demand, it would be very considerably less valuable. So 
we have the curious position that though gold was originally 
chosen as money because (among other reasons) it was 
valuable, it is now valuable because it is used as money. 
The truth of this can be shown by what has happened to 
Sliver. Seventy years ago silver was still largely used as 
money and the value of an ounce of silver was still roughly 
that of one-sixteenth of an ounce of gold. But since that 
time, one nation after another has abandoned the use of 
silver for money (except for subsidiary coins, such as the 
English shilling, which are no longer of importance), with 
the result that the demand for silver has fallen off and its 
value has declined until, by the outbreak of war in 1939, 
It took about 96 ounces of silver to equal in value a single 
ounce of gold. 


paper money 


After coinage the next great development in the history 
of money is that of paper money. Indeed it is in many 
ways the most important since the invention of money 
Itself. It has, at least, more possibilities both for good and 
for evil than any of the intermediate discoveries. But paper 
money, with all its potentialities, did not by any means 
spring at^ one bound from a single fertile brain. On the 
contrary it has had a gradual development in which at least 
tour distinct stages can be noticed. 

Metal money, together with the advantage of being easily 
carried, suffers from the disadvantage of being easily stolen, 
and from quite early times merchants must have formed 
the habit of carrying with them on their travels not actual 
money bm merely written evidences of their command of 
money. These written documents (of which the traveller’s 


genlluuW? 3’ by to 

sees any. This is fuSy «iatod SZpS f 
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cheque and tlie letter of credit aic ilio liiuMl dcM eiulaniO 
were not in themselves money— thev (ould not tlinnseKr' 
be used to pay for purchases - but llu-y \\a-i (\ in a sc[isc, 
temporary substitutes for moiuy . If the\' w ere lust or sluli ii 
little harm was done. The nionev itself was siill intai.t aiul 
could not be touched witlauit the merchant's siynaiinc. 
These docuntents would natuiallv take the form of a cei ti- 
ficate fiom some person or body of knttwn repute in tlu' 
merchant’s home town (the embryonic banker) ;ittcstinv 
that the merchant had deposited such-and-such a sum ol 
money with him and undertaking; to pay, out of that money, 
any propci 1\ authenticated claims of the merchant's creditors. 
This is Stage One. The document is not ) et am thing but 
a substitute for money. 


In the course of time, howc\'er, these documents would 
naturally come to be used as monev. If an Englishman 
goes to spend a holiday in Swit/ciland, taking trawller’s 
cheques with him, he should, in theory, \isit the local bank 
to change his traveller’s cheques into Swiss money belore 
paying his hotel bill. But in practice he will fmd that the 
hotel is prepared to take the traveller’s cheques themseK cs. 
If so they are serving as money, and this present-day example 
will serve to illustrate how, quite early in the history of trade 
the banker’s promise to pay developed from being merely 
a claim on money to being money itself. It was also a 
natural development that the promissory document, instead 
ot being made out in favour of a particular person for the 
precise sum he had deposited, should be made out to bearer 
(i.e. to whomsoever came into possession of it) for convenient 
round sums. Instead of being a certificate that John Smith 
ad deposited 83 17s. 5d. and a promise to honour drafts 
on that deposit up to that amount, the document became 
merely a promise to pay ^i, ^5, ^,0 or ^100 {or some 
er convenient sum) to whomsoever presented the docu- 
ment The possessor was henceforth deemed to be the 
rightful owner. This of course is the fully fledged banknote 
ven our present banknotes bear upon their face the evidence 
of their origin. Every Bank of England note, for exam 2 

II ’ 
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l)cars tliC Ir-criH, ‘ I J’roniise to pay the Bearer on Demand 
the sum of One Pound ’ (or Ten Shillings, or Fi\c Pounds, 
as the case may he), signed, ‘ for the Govh and Comph 
of the Bank of England ’ by the Chief Cashier. This then 
is Stage Two in the development of paper money. The 
banknote has airived but it is still no more than a receipt 
for cash deposited. It is used as money but it is hardly yet 
generally considered as money. Just as the Swiss hotel 
pi'oprictor will accept travellers cherjues in paAinent of 
bills (thus treating them, in effect, as money], he still regards 
them not so much as money but as claims upon money. 
When he receives a traveller’s cheque from a customer, he 
will hasten to cash it for money at his bank. 

As banknotes became more familiar, however, they came 
to be not merely used instead of money, but regarded as 
money. The banknote was not used for one transaction only 
and then immediately cashed, it began to be handed round 
from person to person and used to settle innumerable trans- 
actions. It was as if the Swiss hotel proprietor, instead of 
cashing the traveller’s cheque at once, used it to pay his 
waiters’ wages, and they used it to pay their wi\'es house- 
keeping expenses, and so on and so forth. Now this had a 
most important consequence for the banker who issued the 
notes. If they continued to circulate from hand to hand it 
followed that they did not come back to him to be cashed. 
Some of the notes he issued would of course be presented for 
repayment in hard cash (i.e. coin), but bankers found by 
experience that— once they had acquired the reputation for 
solvency, without which a bank cannot do business at all 
only a small fraction of their notes ever came back to be 
cashed. If any did come back the banker (always assuming 
a continuance of the public trust in him) found it possible 
to issue as many new notes. This made it possible for the 
banker to issue more notes than he had received deposits of 
hard cash. How and why he could do this will be more fully 
explained in the next chapter. Here we are merely con- 
cerned with the fact that banknotes can be issued in excess 
of the hard cash deposited in the banks, and not merely ‘ in 
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excess of’ tlie deposits of cash but to many times the amount 
of the deposits. For example, let us suppose that bankers 
have found by experience that tlicy will only be asked to cash 
one note of every tw enty they have in circulation at any time. 
This means that they need to keep a reserve of cash equal to 
5 per cent of the total of notes outstanding. A prudent 
banker w'ould probably double this reserve so as to be on the 
safe side. But even then he needs only in cash in his 
till for every £ioo in notes outstanding. In other words, 
w'hen he receives ;^io extra in cash from any source he can 
issue ;^ioo more in notes. 


This is Stage Three in the de\'elopment of paper money. 
And it is immediately apparent that it is a considerable step 
forward. Hitherto, in Stages One and T^vo, the banknote 
has been either not money at all or merely a convenient paper 
substitute for metal coin. Even in Stage Two, for e\ery 
pound of notes outstanding there is a pound of metal coin 
immobilized in some bank’s vaults. The existence of bank- 
notes makes no addition to the total amount of money in 
existence. But with Stage Three, banknotes emerge from 
the position of being mere substitutes for money. They 
constitute a very real and very large addition to the total 
supply of money. 


The seventeenth and eighteenth centuries were the period 
when the banknote emerged from its chrysalis stage. At the 
beginning, as with most innovations, the invention of the 
banknote was both abused by its inventors and unpopular 
with the public. The man in the street thought that if the 
banker could, as he claimed, ‘ create ’ banknotes, which 
served as money, out of thin air, then he was both a dangerous 
and a dishonest person. (We shall have to discuss both 
questions, whether the issue of banknotes can really be called 
creation of money ’ and whether it is an honest and proper 
proceeding, m the next chapter.) Some of the earliest banks 
were compelled to close their doors when it became known 

the holders of their notes were not sure whether the banks 
were honest but they felt quite certain that tliey were not 
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solvent, and accordingly rushed to cash their notes. Even 
where public distrust did not show itself so violently, bankers 
were frequently intoxicated by their strange new po^ver ; 
they issued notes not merely in excess of their cash reserves 
but in excess of the prudent multiple of their cash reserves. 
They ^yere thus unable to cash e\-en that fraction of their 
notes M-hich was presented for redcmi)tion. And of course 
if a bank fails to redeem on demand the promise printed on 
even a single one of its notes, all of them rvill be presented for 
redemption bv their frightened holders. The great majority 
of a bank’s notes will not be presented for redemption only so 
loiK’- as the bank cashes promptly and without hesitation the 
minority that m presented. Frequent bank crashes-and 
such I'entures as that of John Law in France in die ear y 
eighteenth century, when great schemes of fantastic na^re 
were wholly financed by the issue of notes in almost unlimited 
quantilies-brought the banknote into considerable_ dis- 
repute, and the State had to step in to regulate the position. 
Even without the abuse of the system tlie State could hardly 
remain indifferent in the face of an invention that threatened 
not merely to multiply the supply of money available to Uie 
public, but to make it suliject to violent change. There was 
hardly such a thing two hundred years ago as a theory ot 
money, but the statesmen of those days had no need of a 
dieoretical equipment to realize that uncontrolled issues of 
banknotes threatened the whole economic structure of the 
State. Tlie exact form of the regulation dillered from time 
to time and from place to place, but in general, issues of 
notes were usually severely limited by reference cither to die 
bank’s capital (i.o. the cash paid into it by its proprietors) or 
to its deposits of coin (i.c. the cash paid into it by its cus- 
tomers) or to both. The issue of notes in excess of cash-in- 
hand was not entirely prohibited, but it was very scveiey 

restricted. ^ i i j 

In England, from the start, the b.mk of England had 

been given a pi iviicged position, and it is nearly two centuries 
now since it was first gi^ eii a partial monopoly of note-issue. 
Gradually that pai ti.il monopoly has grown more and more 
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solvent, and. accordingly rushed to cash their notes. Even 
where public distrust did not show itself so violently, bankers 
were frequently intoxicated by their strange new power ; 
they issued notes not merely in excess of their cash reserves 
but in excess of the prudent multiple of their cash reserves. 
They were thus unable to cash even that fraction of their 
notes which was presented for redemption, i^id of course 
if a bank fails to redeem on demand the promise printed on 
even a single one of its notes, all of them wiU be presented for 
redemption by their frightened holders. The great majority 
of a bank’s notes will not be presented for redemption only so 
long as the bank cashes promptly and without hesitation the 
minority that are presented. Frequent bank crashes and 
such ventures as that of John Law in France in the early 
eighteenth century, when great schemes of fantastic natoe 
were wholly financed by the issue of notes in almost unhimted 
quantities— brought the banknote into considerable dis- 
repute, and the State had to step in to regulate the position. 
Even without the abuse of the system the State could hardly 
remain indifferent in the face of an invention that threatened 
not merely to multiply the supply of money available to the 
public, but to make it subject to violent change. There was 
hardly such a thing two hundred years ago as a theory of 
money, but the statesmen of those da>^ had no need of a 
theoretical equipment to reaUze that uncontroUed issura of 
banknotes threatened the whole economic structime of the 
State. The exact form of the regulation differed from time 
to time and from place to place. But in ° 

notes were usually severely limited by reference either to the 

bank’s capital (i.e. the cash paid into it 
to its deposits of coin (i.e. the cash paid into it by its cus 
tomers) or to both. The issue of notes in excess of cash-in- 
hand was not entirely prohibited, but it was very severely 

"‘^^rEtgland, from the start, the Bank of 
been given a privileged position, and it is nearly 
now since it was first given a partial monopoly 
Gradually that partial monopoly has grown more and more 
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The truth at long last was coming out. The early bank- 
notes were trusted only because they could be converted into 
gold. But after two centuries of Bank of England notes the 
public had come to accept them for their own sake. The 
ordinary man was perfectly content with Bank of England 
notes, because he knew that they would perform every service 
that he required his money to perform. This had been true 
at least since 1833, when notes were made legal tender, and 
in fact for even longer, but it had taken a century for the law 
to recogni7e the true state of aflairs. In 193E 'vhen the gold 
standard was once again su.spended, the change was com- 
pleted, for since then Bank of England notes have been wholly 
inconvertible. The ‘ Promise to Pay ’ which appears on their 
face is now utterly meaningless. Not even in amounts of 
£i,'00 can notes now be converted into gold. The note is 
no more than a piece of paper, of no intrinsic value whatever, 
and if it were presented for redemption, the Bank of England 
could honour its ‘ Promise to Pay One Pound ’ only by giving 
silver coins ' or another note. But it is accepted as money 
throughout the British Isles. This is Stage Four, the final 
stage, in the evolution of the banknote. And with its attain- 
ment the gold coin, which, together with its silver consort, 
seemed the only possible or conceivable form of money, has 
disappeared. The reign of the precious metals evas so long 
that they had almost acquired a Divine Right. But it was 
over at last, and there is hardly a country in the ^vorld where 
metal coins now circulate except in the torm ot token coins, 
mere rank-and-file assistants to the dominant paper. 

There was, it is true, a little more reason than has been 
implied above in the general belief in the necessity for retain- 
ing the obligation of conversion into gold. Nearly every 

’ Our pfreWnt silvrr and cupper coins sl\nvild not be confiisrd with tlic gold 
and silver cnins of which wc have been .spr.ikim,' earlier in this chapter, the 
gold in a pre-war sovereign w.xs worth precisely and ihrnnghout history 
coins have in the great niainrity of rases been valued aeeording to their metallic 
content. But the silver in a present-d.iy shilling is worth very mnch less than is. 
The eoin derives value not from the silver in it hut from the im]iliril uuderlaliug 
of the State toaeerpt twenty shillings for a pnnnd. The shilling is, in taet, ;i note 
printed on metal fur Uicsakc ul convenience. Coins of this sort arc usually called 
token coins. 
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experience of inconvertible banknotes known to monetary 
liistory lias been associated with monetary instability. So 
long as the obligation to convert remains it imposes a severe 
restraint upon the note-issuing authority. When it is re- 
moved, the temptation to issue excessive quantities of notes 
IS very strong, and it is hardly surprising that inconvertibility 
has nearly always been synonymous with excessive issues. 
But It IS the excessive issues and not the inconvertibility that 
have caused the trouble. The way to avoid the harmful 
results that follow is not to insist upon convertibilitv, but to 
make some other arrangement for limiting the number of 
notes issued. W'hen this is done, an inconvertible paper 
currency is a perfectly satisfactory form of money, as is shown 
by the expcrien« of Great Britain since 1931. But this is a 
large subject, with more ramifications than it is appropriate 
to go into now. It will be fully discussed in chapter ix 
One more form of money in use in the modern world 
remains to be described. This is the form of money that is 
handed round from person to person by means of cheques 
At first sight It appears to be very different from any other 
form of money, but in its fundamental principles it is merely 
a variant of the banknote. It will be remembered that one 
of the conveniences of the earliest form of monetary paper- 
>vhat we have called Stage 0 „e-„as that it was' not itself 
money but merely a claim to money, and could therefore be 
earned about w.tl.ou, risk of loss or theft. But as soon J.h 

d.Sn°eared“Tn T"'" ‘V“ “"™ience 

disappeared. If to-day you lose a Bank of England note you 

re poorer in just the same way as if you had lost a gold din 

The^^" ’^'ve^tion of the cheque gets round this difficulty 

he banknote. It should be remembered, is no more than an 

eudence of a debt owed by the issuing bank. It is an lOI I 

with the name of the creditor left blank. Because the n IT 

IS confident that the promise be 110^ ^d e' no e' 

circulates as money. WTat is handed round is tC ! . n 

the" S oSS^debTor/iT^^^^ " 
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may have a deposit of at the bank. That means that the 
bank, being in debt to Smith for ;^i, instead of giving him a 
transferable printed lOU for the amount, merely credits 
him with £i on its books. If now Smith draws a cheque 
for in favour of Jones, he is, in effect, instructing the bank 
to transfer its debt from himself to Jones, and the £i will, in 
fact, be transferred from Smith’s account to Jones’s, at either 
the same bank of some other. \\Tiat has happened is pre- 
cisely the same as when a banknote is handed over. The 
bank’s indebtedness has been transferred from one person to 
another. It is true that a cheque is different from a bank- 
note : it specifies both parties to the immediate transaction 
as well as the ultimate debtor, the bank ; it is made out for 
a precise sum ; and, most important, it usually expires with 
a single transaction. But the cheque is not the money that 
settles the transaction ; it is merely the means of transferring 
the real money, which is the deposit in the bank, i.e. foe 
acknowledged debt of the bank. If there is no deposit behind 
the cheque it will not be honoured, and tradesmen frequently 
hesitate to accept cheques because they do not know whether 
they are ‘ good ’ or ‘ bad.’ But nobody would refuse to 
accept the transfer of a bank deposit. It is foe deposit that 
dcscr\'es foe name of * money.’ The only difference between 
banknotes and bank deposits is that in the one case the in- 
debtedness of foe bank is embodied in foe form of a piece of 
paper and is transferred by foe act of handing the piece of 
paper over, and in the other case the indebtedness is merely 
recorded on the books of the bank and transferred by a written 
order signed by the creditor. In both cases it is foe transfer 
of the bank’s debt that accompUshes the transaction. Bofo 
methods ha\ e their conveniences, and m foe modem world 

we use bofo together. , 

Pure convenience might have been enough to give birm 
to foe cheque. But in England it was also helped by foe 
limitation on the issue of banknotes. After the Ba^ ./fot 
of 1844, note-issues, whether by foe Bank of England or y 
other banks, were very severely limited. But foe community, 
which was growing both in size and m wealth, had need 
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of an ever increasing supph- of money. Moreover, the banks 
for reasons that will be apparent in the next chapter, (im 
It a highly profitable business to have their lOL's circiil it( 
as money, and when they were limited in their issue o 
lUUs in the formal printed shape of notes they naturalK 
turned to the alternative method of cheques and deposits 
Cheques, or something very similar, ivere known as early 
as the second half of the seventeenth ceiiturv, but the ore it 
expansion of their use dates from the Bank Act of ibaraiid 
pmilar enactments limiting the issue of notes. This view 
IS reinfomed by the fact that, except in the United States 
where eircumstances were very similar, and in the British 
onunions, which take their monetary customs from Great 
Britain cheques are still very little used in foreign countries. 

far the^""^t contrary, cheques are now by 

far tl e most frequently used method of transferring money 

iL^ tl f banknotes in circulation, and many times 
larger than the total of all other forms of money Bu 
deposits are sti 1 only in Stage Three of their development 

efuse payment if it is tendered in the form of the transfer 

_ he Bank of England can refuse to redeem the promise that 
.s prmted o„ its notes. Its Prontise to Pay I ™x ' Hv 

ment Consols, never matures. The other bankc 
are sdll under the obligation to redeem lb tolrda:' 
called upon to do so, m some form of legal tender money ^ 

, sometime in the future, the existing banks are nationalized 
and turned into one organization owned by the Stat J thU ’ 

.s.,.’rr‘.„S‘sX™”" *”• “ 

" KSlr """ »»rr 
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\V HAT ! S MONTY? 

\\V li;nf dcscrihal money, with some elaboration 
,f hiM<iiv and theoi-y. Hut we have nut yet defined it. 

A'hat after all this di^russion, is money ? 

To answer the question tve must recall the three functions 
af monev svith which we started. Money must scio e as a 
measure’of value, as a medium of e.xchaiige and as a store 
of wealth. Of these three functions the second is the most 
ecsenii'tl Other things mav serve as measures of value or 
as’ stores of wcaltli. Thus the values of many articles in 
Great Britain are measured in guineas, but there has long 
since ceased to be any coin, or indeed any form of money, 
answering to the name of guinea. Stock Exchange secunUcs 
are an obvious way of storing wealth, but you cannot buv 
a single box of matches with stork or a share. Neither 
guineas nor Consuls are money, .\foncy must be something 
diat performs all three functions, and pre-eminently the 
function of being a medium of exchange. I’or the purposes 
of this book-and, indeed, for most purposcs-money can 
be defined as anjlhing that is omrally acceptahk as a means 
of exchange (i.e. as a means of settling debts] and that at 
the same time acts as a measure and as a store of value. ^ 
The significant words in this definition are those m 
italics. To be money a thing must be generally acceptable. 
Many things are acceptable for particular purposes. Thus 
gift coupons arc accepted in payment for a large x'anety ot 
goods. But they are not generally acceptable in payment 
for anything ; accordingly, they are not money. _ 

And, second, anything that is generally acceptable is 
money. This definition would not be satisfictory to all 
writers on the subject. Some of them, particularly tliose 
with a legal bent of mind, ha\ c tried to limit the definition 
of money to things that have been legally recognized as 
money. But this is an awkward distinction, because bank 
deposits (which are not legally recognized as money) are 
used in the same way and have precisely the same economic 
effect as banknotes (which are legally recognized as money). 

QO 
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Whatever the lawyer may think, the economist has no option 
but to treat as money everything that is generally acceptable 
in payment of debts. When the distinction is necessary, the 
legally recognized banknote can be called currency ; the 
legally ignored deposit can be called hank-money. But both 
are money. And so would be anything else that was generally 
accepted and could be used, not merely once in a way to 
buy particular goods, but always and for goods and services 
as varied as tea, tram-rides, tacks, and tri-nitrotoluene. 

The only essential requirement is general acceptability. 
Money, as we have seen, need not itself be valuable. It 
must, indeed, be relatively scarce, since it would hardly 
do if money could be plucked off every tree. But provided 
precautions are taken to keep it relatively scarce — and, it 
may be added, comparatively invariable in amount — money 
can consist of things as worthless as a scrap of paper or the 
scratch of a clerk’s pen in the books of a bank. 
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Chapter II 


THE BANKS 

THE N’ ATT RE OF A BANK 

S OMETHING lias alrcaclv been said about the banks 
in the previous ehaptor. Imlccd it would be impossible 
to desi ribc the nature ofnioiKW in the modern world with- 
out briiiein.!;' in the banks, since so hi; 4 h a proportion of the 
money now in use consists of their IGl’s. But ^vc must 
now po back and examine more eloselv these institutions 
whiih have yraduallv displaced the mints as the providers 
of the ( (mimunit\ 's monev and the axis of its monetary 
system. Haviny, in the first eha[iter of our storv, introduced 
the hero or \illain -the gradual unfolding of the plot will 
show ^vhi(.hl and described om- or two of his actions, we 
must now ;aive his pene.doyv .md a brief outline of his 
character. 

The pre^ent-dav b. inker has three ancestors of particular 
note. One we have alreadv met : the merchant, wliosc 
hiyh and wid^^pre,ld leput.itinii, or credit, en.ibles him to 
issue dm mnrnis lh.it will be taken .ill user tlie known world 
as tides to nmiiev. To this d.iv the title of ' merchant 
b.uiker’ is leservcd by us.iye to the older, cosmopolitan 
and more exdiisice piiv.ite b.mkiny rums, ne.ulv every one 
of which (.in Ir.ice its aneesiry b.ick to .i tr.ider in com- 
modilies more t.iiiyibie (thouyh h.irdlv more prollt.ible'l th.m 
miuiev. 

1 he banker’s two other .mcestors .iie the monev-lender 
and the yohlMiiilh. EendiiyT .uul borrowing are almost as 
old as money itsell, .iiid the vill.iye monev-lender is found 
even in (piile piimili\c (ommunilles. lie is not usu.illv 
n';;.irded ,is a very lovely ohjeet ; usurer is one I'f the very 
oldest terms ot .ibiise. But the .servitcs he performs arc 
uiuloiibtcdly useliil .uid iiecess.uyj e\en tliouyli the rew.ird 
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THE BANKS 


THE NATURE OF A BANK 


S OMETHING has already been said about the banks 
in the preHous chapter. Indeed it would be unpossible 
to describe the nature of money in the modem world with- 
out bringing in the banks, since so high a proportion of the 
money now in use consists of their lOUs. But we inust 
now go back and examine more closely these institutions 
which have gradually displaced the mints as the providers 
of the community’s money and the axis of its monetary 
s^'stcm. Having, in the first chapter of our story, introduced 
the hero (or \Tllain— the gradual unfolding of the plot will 
show which) and described one or two of his actions, we 
must now give his genealogy and a brief outline of his 

character. . 

The present'd av banker has three ancestors of particular 
note. One we have already met : the merchant, whose 
high and widespread reputation, or credit, enables him to 
issue documents that will be taken aU over the known world 
as titles to money. To this day the title of ‘merchant 
banker’ is resened by usage to the older, cosmopohtan 
and more exclusive private banking firms, nearly every one 
of which can trace its ancestry back to a 
modifies more tangible (though hardly more profitable) than 


monev. i 

The banker’s two other ancestors are the money-lender 

and the goldsmith. Lending and borrowing are atoost as 

old as money itself, and the NdUagc money-lender is found 

e\'cn in quite primitive communities. He is not ^auy 

regarded as a ver>' lovely object ; usurer is one ^the very 

oldest terms of abuse. But the sei^aces he performs am 

undoubtedly useful and necessary, even though the reward 
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progeny of the money-lender are concrnied witli Hat money, 
pi!ed-up money, savings. The progeny of the goldsmith are 
concerned with round money, circulating money, cash. Th.e 
big modern banks perform both functions. We have already 
traced their descent on one side from the money-lender; 
w’e must now turn to their other ancestor, the goldsmith. 


The goldsmith-ancestry of the modern bank is purely an 
English affair. Indeed, the bank as a provider of circulating 
money is almost entirely an English in\'ention, which has not 
yet spread to e\ ery part of the civilized world. Part of every 
goldsmith’s necessary stock-in-trade is a secure safe. ''.Vithout 
it he could hardly stay in business. And a goldsmith, even 
to-day, will frequently oblige ids customers by keeping their 
gold and siber plate in his safe. In a period when money 
consisted entirely of gold and silver, and forms of investment 
(except in land) were almost non-existent, private persons 
owned proportionately much more gold and silver than they 
do at present. What more natural than to entrust it to the 
goldsmiths for safe-keeping and to get a receipt ? In London, 
die merchants of the City for many years kept their gold 
m the Tow'er of London. But when King Charles I, hard 
pressed for money, seized the merchants’ gold in the Tower 
m 1640, the goldsmiths naturally got the business to them- 
selves. In the beginning this was pure safe-deposit business, 
and the deposit receipts were used only for the purpose of 
withdrawing the gold. But the stages of development into 
the full-blown bank were rapid and easy. First, the deposit- 
receipts began to be handed round as money. It was 
certainly more convenient to pay debts by handing over a 
slip of paper than to withdraw gold, hand it over and then 
re-deposit it. So the deposit-receipt, once the goldsmith’s 
name and reputation became well known, became tlie em- 
bryonic banknote. Second, even the deposit-receipt could 
be dispensed with. The goldsmith could merely be instructed 

aLuTo/'' I of such-and-such an 
amount of go d from the original depositor to his creditor 
This IS the birth of the cheque (the earliest cheque on a 
London goldsmidi-banker which has been preserved to 
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Indeed as we shall see later in this book, it is a function 
of the most pcculiarlv vital importance if a complex modern 
econoniv is to u'ork properly, Many institutions which call 
themsebes banks perform no other function than this. ^ 
savim^s bank, for example, performs precisely this function, 
except tint its funds arc usually used to buy investments 
instead of makim:; loans direct to individuals.^ A moit^age 
bank (what is known in Great Britain as a building society) 
is more exactlv analogous, as its function consists entirely 
in collecting indisidual savings and lending them out to 
ether iudic'iduals who ivish to borrow for the purpose of 
building or purchasing a house. Even the large institutmns 
which come most readily to mmd ivhen the word bank 
is mentioned-the opulent institutions rvhose branches stand 
on everv street-corner-spend a great deal of their tune 
and energy in this business of collecting and disbursing 


savings. , , 

If this were their only function, however, the chapter 

could stop here. But it is not. We have hitherto been 
talking of people who have money to spare-th^t is, money 
which they do not wish to keep on hand for the ordinary 
expenses of life and which might as well, therefore, be pu 
out where it can earn some interest. But m the present ap 
the banks are concerned with far more than that. le 
ordinary bank depositor keeps all his money m the bank 
and makes his daily payments out of it. Moreover, the, 
banks arc not content with merely collecting other people s 
money and lending it out again. As we have seen m the 
last cl.aptcr, tlicy play their part in ‘ creating or manu- 
facturing ’ the community’s supply of money. A clear line 
can therefore be drawn between tiic bank (in the ordmaiy 
sense of the term) and those institutions that, whether they 
call themselves banks or not, are merely the present-day 
descendants of the money-lender. The lOUs of a saxungs 
bank or a building society do not circulate as money ; those 
of a bank do. liiat is the vital distinction. Money, it has 
been said, has two properties. It is Hat so that it can be 

piled up. But it is also round so that it can circulate, llic 
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posterity is dated 1673), And finally, the goldsmith, now 
fully de\ eloped into li.mkcr, makes the discox eiy that he can 
saiclv issue dc[iosu-rcrcipts in excess of his gold stock. It is 
immaici ial w hether he d.ies this bv printing off more receipts 
and Icudiiig them to persons in need of aecommodation (or 
indeed using them to pav his own household bills), or 
whether he does it by allowing his customers larger ‘ deposits ’ 
(on which they can draw by chequel than the value of the 
gold they have deposited, In either case the crucial step 
has been taken. I he principle of ‘ creation ' of money has 
becn^ di'Coceicd. At fust, the goldsmith was doubtless 
cautious 111 his ‘ creation,’ Then later, with growing con- 
fidence, he went t..o far. But gradually he 'accumulated 
experience about the pro]X'r proportioii of .u tu.il gold to 
keep in reserve. 

Ihe prcHUit-dav banker shows traces of each of his three 
aiucstois. Like liie nicivhaiit, he still makes a speciality of 
riiiaiu liig f. .reign trade and has special methods, such as the 
issue of bills of cxehaitgc (wliieii we shall sliortlv have to 
dcscriliei, for dning ,so. LjPe the nioncv-lcndcr he still 
collects the sasings of one set of persons and lends litem to 
another set. A large part of his deposits consists of so-called 
‘deposit accounts’ or 'savings deposits’ which cannot be 
dr.iwn upmi by clicquc and c.iu only be witlidi awn by giving 
notice. 1 hose diqiosits are cleai Iv not ‘ circiikiling iiioitcy ’ ; 
(hey arc ’ Hat money ’ ciiliusicd bv its owners to the money- 
Icitdei foi pkiiing. Both (g these liinetions arc iiiipoilaut 
>11 dicir w.iy. But tlic unupie funetioii of tlie banker, and 
the one that m.ikes him important for this book, is the third, 
the provision of a convenient meclunisni by which people 
can make payments to c.icli otlicr without h.iviiig to walk 
nniiid to c.uh oihci'.s houses with h.igs of coin. And in 
providing this iiiah.inism lie ,dso provides, m- ‘ creates,’ the 
’'"•''•'y Itself. IB- h.is dis.ovcied ll,c secret, lor which the 
inedieval alchemists strove, of m.mufu turing nioncv. So at 
least It seems, though we must imw examine iiime closely this 
appaiviilly mirmiilous business of' uealioii,’ 
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THE ‘creation’ OF MONEY 

Let US suppose that the ordinary borrower goes to his 
bank for a loan of ;^ioo. He convinces the banker that he 
will be able to pay the interest and repay the principal 
and that the loan would be safe in his hands — and he gets 
the loan. What precisely happens next ? The banker does 
not go to his safe and draw out ^loo in gold and hand it over. 
If the banker is permitted by the laws of his State to issue 
notes, he may make the loan by handing over loo of his £,i 
notes straight from the printing press. But the most usual 
method is merely to credit the account of the borrower with 
£ioo, or (what amounts to the same thing) to tell him that he 
be allowed to overdraw his account by £ioo. The 
borrower may draw out some of the ;(^ioo in cash (e.g. to pay 
wages), but he is more likely to spend it by cheque, in which 
case the ^{^loo is withdrawn from his account but credited to 
somebody else’s. The point to notice is that the loan is made 
by increasing the banker’s debts (this is true whether the loan 
is taken in the form of notes or of a deposit) . The banker has 
in return the borrower’s promise to repay the loan, and he 
will also receive interest ; but the granting of the loan has 
increased his debts. In the words of the old banking maxim, 
‘ ev^ loan crates a degosi^’ The banker’s debts (whether 
notes or deposits)^ s«Ye, as we have seen, as money. As a 
result of the loan, therefore, an additional £ioo of money 
has come into existence. When the loan is repaid, the 
borrower’s account is debited with £ioo, and the cancellation 
of the loan removes ;(^ioo of money out of existence. 

Making loans is not the only way in which deposits can 
be ‘ created.’ If a banker buys £ioo of securities on the 
Stock Exchange and pays for them by crediting the seller’s 
account with £ioo, he has increased his deposits — which are 
money — by ;,^ioo. It does not even matter whether the 
seller of the securities is a customer of the purchasing bank 
or not. For he will deposit the cheque he receives in pay- 
ment for the securities in one of the banks. The purchase of 
;^ioo of securities by any banker increases the deposits either 
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of liis o^\■n bank or of some other bank — in any case, the 
deposits of the banks as a whole — by ;^ioo. \\Tiat is true of 
the purchase of securities is true of the acquisition of any 
asset. A bank can buy itself a ne^^■ building by giving the 
builder bank deposits in payment. A bank, indeed, is in the 
happy position of being able to acquire an>"thing it wants 
merely by gi'ving its lOU in exchange. It can do this 
because its lOUs are regarded as money and are rarely 
pressed for payment. Just as any one can ‘ create ’ his own 
lOUs, so the banker can ‘ create ’ money and use it to buy 
what he wants. 

But it must never be forgotten that the money the banker 
‘ creates ’ is his Hability. The whole system turns upon the 
fact that ver\^ few of the banker’s lOUs will be pressed for 
payment. But some of them wall be. The community 
requires a certain amount of hard cash and \vill draw upon 
the banks for it. In addition, deposits are continually mo%dng 
from one bank to another. Every day customers of the Mid- 
land Bank are drawing cheques in favour of customers of 
Lloyds Bank, \vhile customers of Lloyds Bank are drawng 
cheques in favour of customers of the ^Midland Bank. All 
these cheques pass through the Clearing House, where they 
are set off against one another. But there wall be every day 
a small net balance owdng by one bank to the other, and the 
debtor bank must be prepared to settle this debt. Thus the 
banks have to meet claims from two sources ; from the public 
wanting actual currency for its day-to-day pvuchases ; and 
from their feUo^v-banks in setdement of clearing-house 
balances. But these payments form only a tiny proportion 
of the total monetary transactions of the community, and 
experience has shown that only a small proportion of a bank s 
total deposits needs to be kept in cash for these t^vo purposes. 
The banks keep more than tiiey need in order to make 
doubly sure, but even then their cash only amounts in Eng 
land nowadays to some 8 per cent of their total deposits. 

But the need for keeping a cash reser\n, however small 
it may be, imposes a restriction upon the po^ve^ of the bank 
to ‘ create ’ money ad lib. ‘ Creating ’ money involves an 

28 



•CREATION’ OF MONEY 


increase in the bank’s deposit li.ibilities, and the Irank cannot 
afford to let its cash reserve fall helow o [icr cent ol its total 
deposit litibilitics. It might, indeed, he safe to let the (.oli 
ratio fall to 6 or e\-en 5 per cent, lint the public has grow 11 
so accustomed to a higher ratio that it would begin to look 
askance at a bank that allowed its cash latio to fill bchiw 
the usual figure. Unlike other peojilc, a banker not only 
cannot do things that endanger his position, he cannot even 
do things that people miglit think would endanger his position. 
His whole business depends upon the conrulence of the public 
in his ability to meet his liabilities on demand. If his reserves 
are enormous, nobody will question his ability to pay on 
demand. But if they are falling below the figure to which 
the public is accustomed, nervous dcjiositors will begin to 
wonder whether the banker could after all meet all hh lia- 
bilities, and they will begin to draw their deposits out in cash, 
just to be sure. There are many parado.xes in the banking 
business. ^ No banker could pay all his liabilities in cash on 
demand if they were all to be presented at once. In that 
sense every banker is always insolvent. But the banker’s 
whole business depends absolutely upon his reputation for 
solvency, upon the public’s belief in his ability to pay every 
emand upon him in cash, without question or hesitation. 

1 he bigger his cash reserves, the less he will need them. The 
less cash he has, the more he will need. 


ny prudent banker, then, will make it an unbreakable 
rule of his business never to let his cash fall below a certain 
proportion of his deposit habilities. In some countries the 
law IS not content to leave it to the banker's prudence but 
nunimum reserve ratios are prescribed. Thus in the United 
States every member bank of the Federal Reserve system is 
compelled by law to keep reserves equal to at least 3 per cent 
0 its time deposits ’ (i.e. those against which cheques cannot 
be drawn and which can only be withdrawn after one 
month s notice), and from 7 per cent to ,3 percent varrinn 
™th the locapon of the bank, of its other deposits. Moreover 
these legal mimmum reserve ratios can be increased by the 
Federal Reserve Board, if it thinks fit, and for several years 
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past have been maintained at figures well above these mini- 
mum rates. 

Banks, then, can only ‘ create ’ money up to the total of 
about tweh’e times their cash reserves. We shall proceed in 
a later section of this chapter to define what ‘ cash ’ in this 
sense is. It is enough for our present purpose to say what it 
is not. A bank’s ‘ cash ’ is not any form of money that the 
bank itself can create or expand at will. A bank’s ‘ cash ’ 
must be some form of money with which the bank can pay 
its debts if called upon to do so. But the deposit-money that 
the bank ‘ creates ’ cannot serve to pay its debts, since these 
deposits are the bank’s debts. The amount of cash that a 
bank has at its disposal (or, more accurately, the amount of 
cash tliat all the banks have at tlieir combined disposal) is 
beyond the bank’s power to determine. The bank’s power of 
‘ creating ’ money is thus limited by the cash it can get its 
hands on. of cash gained makes possible about ^12 
additional ‘ creation ’ of money. But if of cash is lost, 
£12 of deposits must be destro^'ed. This is the first limitation 
on the banks’ power of ‘ creating ’ money. 

The second limitation arises out of the nature of the 
process by which the deposits come into existence. As we 
have seen, deposits arise out of the acquisition of some asset 
or other — either a loan owed the bank by a borrower, or a 
security, or a building, or some other form of asset. Now 
every asset is a form of wealth. This can be seen easily in 
the case of stocks and shares or buildings. Nearly every loan 
made by a bank is secured upon some form of valuable 
security. Even if it is granted without security, the earning 
capacity of the borrower is a form of wealth. Thus the 
bank does not ‘ create ’ money out of thin air ; it transmutes 
other forms of wealth into money. Even the medieval 
alchemists never hoped to make gold out of nothing ; 
their highest hope was to transform lead into gold. The 
banker’s power is not even so great as this, for he cannot 
change a worthless substance into a valuable one. But he 
can turn immobile wealth into the mobile (or ‘ liquid ’) form 
of wealth known as money. He takes the immobile wealth 
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as his asset and gives his 101' fuiiich is inoiin 'l in exchange. 
This is the very essence of the banker’s business. 

The confidence of tlie public in the soundness of the 
bank invests the bank’s promises to pay with the (jualities 
of monev. That is to say, tlie public uses these [usuuiscs 
to make its purchases and to pay its debts. But it should 
be clearh undci stood that they are not nioncv in this sense 
to the bank. To the public a banknote is the representation 
of an asset ; to the bank it is the representation of a liability. 
\\hen a bank increases its notes or deposits, it increases its 
liabilities, and it is only right that it should be compensated 
for doing so. Misconception of this fact is at the bottom 
ol much loose thinking about the nature of the banking 
system. It is true that the higher the deposits or notes of 
a bank the higher are its profits. Banks are thercfiire .dways 
anxious to increase their liabilities. However, the bank 
makes its profit, not out of its liabilities, but out of the assets 
It has acquired in exchange for its liabilities. When it makes 
a loan it does so, as we have seen, by increasing the number 
of its promises to pay. But it makes its profits out of the 
borrower s promises to pay, not out of its own. The two 
things originate in the same transaction, but they arc quite 
separate. If the asset disappears (e.g. if the' borrower 
becomes bankrupt) the liability on the notes or deposits 

derredl th (e-g- ifthe notes are 

1 remains. An amusing instance of the 

engths to which confusion can go is provided by the action 
of an e,gh,ee„th.«„,„,T Irish crowd which m.rde ,a bZZ 

intWaZe!’ ''™ 

ill"’” descriprion of the 

ethod by which bank-money comes into existence and 
It should never be used without the qualifications that’ have 

‘ create ’fresh can 

per cent of the contemplated ‘ creation.’ ^Even then the 
money cannot come into existence without being u d o 

acquire some real wealth fnr tE/* i ® 

weaitn lor the bank, or without increasing 
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llie bank’s liabilities which are payable in cash or on demand. 
But e\en when these qualifications are fully allowed, the 
banks' power still remains an enormous one. There are 
limits to their actions, but within those limits the banks 
ret.iin a very larye power to determine both the quantity 
of money in existence and the persons into whose hands it 
shall be placed. 

Several of these statements need to be modified before 
they are applied to the operation of the banks in war-time. 
Wars always see great creations of bank money. For example 
the total deposits of the banks that are members of the London 
Clearing House (that is, all the large English banks) were 
about £' 2 , 2^0 million in 1939, and by the end of 1947 they 
had risen to over £5,500 million. Some £3,250 millions 
of bank-money had been created. The process by which 
this creation had occurred was exactly the same as that 
described in the preceding paragraphs— that is, the banks 
acquired assets in return for their promises to pay, their 
deposits. But it can hardly be said that these assets were 
‘ real wealth,’ for they consisted almost entirely of the 
Government’s lOUs, which are ‘ gilt-edged ’ so far as the 
banks are concerned, since there is no doubt that the Govern- 
ment will redeem its promise to pay, but which represent 
the destruction of war rather than any real wealth. And 
secondly, the banks really took no initiative in the matter ; 
they merely did their duty as they were told. The finance 
of war is described in a later chapter ; it is enough for the 
present to say that a Government that is waging war is 
constrained to raise vast sums of money to meet its expen- 
diture. It raises what it can by taxes and by loans from 
the public ; but when all that is possible has been done 
by these means, the rest of the Government’s requirements 
has to be borrowed from the banks who create the bank- 
money for the purpose. Since the winning of the war takes 
precedence over all other objects of policy, the banks simply 
provide the sums for which they are asked. 

In more normal times also, the banks will not wish to 
obstruct the declared policy of the Government ; indeed, 
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since the passage of the Rank of England Nationalization 
Act in 1945, they do not iiave the leynd power to do .0 
Rut towards borrowers other than the Government the 
power to create bank-money, or to refuse to create it is an 
important one. Individt.al banks will complain that', c^e^ 
u len qualified as abm e, their powers have been exaoqcrated, 
et us suppose that in any one country there are five banks. 
Ranker A comes into possession of extra of cash I et 
us suppose that, ha^•iny read this chapter up to the present 
point, he proceeds to make loans until his deposits have 

hace borrowed the money will prnca-ed to pay k away and 
since lere are five banks, the odds are that four out of five 
the persons to whom they pay the money away deposit 
It in Banks B, C, D and E. These four banks will thus 

in. > f”""' ^ o'" ‘ creat- 

started'Si 1 t e"''' T he 

started with, but ^72 of cash as well. AccordinHy savs 

your practical banker, this talk of ‘ creation ’ ' ^ ^ 

If a bank bac / 1 “ creation is nonsense, 

bank has £8 extra cash it can lend /8 extra neither 

more nor ess Banks, say the bankers, do no, cre.atc’,n„,' e • 

The e mtrus, to them ’ 

practical. The theoretical anstver' is "hat the ’ ”"1 
banker has not carried his ansIvTr practical 

™ned in South Afr a) ^ 1 , E s n"® h”™ (''S' 
of som bank and un i 7^^ r oash reserve 

created somewhere the cf I, re 

on the average S be in et banks 

expansion of deposits and tT ^ 
forwards of cash must continue unhflh^ backwards and 
been ‘ created.’ extra ;;{^ioo has 
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thin? you want to know is the amount of its debts and 
credits. The whole business of a bank is m its balance- 
sheet. The balance-sheet also has the merit of demonstrat- 
ing at a glance the ratios to which the bank is working. 
To carry our discussion of the banks further, we must there- 
fore examine their balance-sheets. Below are printed ^o 
sample balance-sheets. One is the combined balance-sheet 
of the eleven members of the London clearing house m 
November 1946. The other is the combined balance-sheet 
of all the member banks of the American Federal Reserve 
system on 30 September 1946. Both of the sebalance-sheets 
are printed in a somewhat simplified form. 


Monthly Statement of London Clearing Banks 
November 1946 

LIABILITIES ASSETS 


Capital and reserves 
Deposits 

Notes in cdrculatioD 
Other items 


;C145, 671,000 
6,602,613,000 
1,102,000 
180,816,000 


Coin, bank notes and 
balances with the 
Bank of England 673,825,000 

Cheques in course of 
collection etc. 195,785,000 

Money at call and 
short notice 323,818,000 

Bills discounted 497,051,000 

Treasury Deposit Re- 
ceipts 1,628,000,000 

Investments 1,410,083,000 

Ad\'ances 965,185,000 

Other items 246,365,000 


0,830,102,000 


0,830,102,000 


Member Banks of the Federal Reserve System 
30 September 1946 

LIABILITIES ASSETS 


Capital and reserves 
Deposits 

Borrowings from the 
Federal Reserve 
Banks 


$8,077,000,000 

119,680,000,000 


77,000,000 


$127,834,000,000 


Cash in vault 
Reserves in the 
Federal Reserve 
Banks 

Balances in other 
banks 

Investments 
Advances 
Other items 


$1,382,000,000 


15.792.000. 000 

6,660,000,000 

74.931.000. 000 

24.775.000. 000 
8,294,000,000 


$127,834,000,000 
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thing you want to know is the amount of its debts and 
credits. The whole business of a bank is in its balance- 
sheet. The balance-sheet also has the merit of demonstrat- 
ing at a glance the ratios to which the bank is working. 
To carry our discussion of the banks further, we must there- 
fore examine their balance-sheets. Belo\v are printed two 
sample balance-sheets. One is the combined balance-sheet 
of the eleven members of the London clearing house in 
November 1946. The other is the combined balance-sheet 
of all the member banks of the American Federal Reserve 
system on 30 September 1946. Both of the sebalance-sheets 
are printed in a somewhat simplified form. 


Monthly Statement of London Clearing 
November 1946 

LIABILITIES ASSETS 


Banks 


Capital and reserves 
Deposits 

Notes in circulation 
Other items 


£ 145 , 671,000 

6 , 602 , 513,000 

1,102,000 

180 , 816,000 


Coin, bank notes and 
balances with the 
Bank of England 
Cheques in course of 
collection etc. 
Money at call and 
short nodee 
Bills discounted 
Treasury Deposit Re- 
ceipts 

Investments 
Advances 
Other items 


£ 573 , 825,000 

195 . 785.000 

323 . 818.000 

497 . 051.000 

1 , 628 , 000,000 

1 , 410 , 083,000 

955 . 185.000 

246 . 365.000 


£ 6 , 830 , 102,000 


£^, 830 , 102,000 


Member Banks of the Federal Reserve System 
30 September 1946 


LIABILITIES 


Capital and reserves 
Deposits 

Borrowings from the 
Federal Reserve 
Banks 


ASSETS 


$ 8 , 077 , 000,000 

119 , 680 , 000,000 


77 , 000,000 


Cash in vault 
Reserves in the 
Federal Reserve 
Banks 

Balances in other 
banks 

Investments 
Advances 
Other items 


$ 127 , 834 , 000,000 


$ 1 , 382 , 000,000 

e 

16 . 792 . 000 . 000 

r 

6 . 660 . 000 . 000 

74 . 931 . 000 . 000 

24 . 776 . 000 . 000 

6 , 294 , 000,000 

$ 127 , 834 , 000,000 
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Tlic liabilities side of the balance-sheet is comparatively 
iimple. It consists, in the first place, of the banks’ liabilities 
to their shareholdcrs-tlie capital originally paid in and any 
accumulations of undistributed profits. The largest liability 
item is liability to the public, represented by notes (if any) 
and deposits. This is the item that represents the bulk of 
the money supply of the country. In the United States the 
third item is ‘ Borrowings from the Federal Reserve Banks. 
The nature of the Federal Rcser\-e Banks will be discussed 
in a page or two ; for the present this item can be regarded 
as the banks’ liability for cash that they have temporarily 
borrowed. And finally, there is an item of miscellaneous 
liabilities, incurred by the banks in the course of their 
business, which need not, for our present purposes, be 

defined in any greater detail. 

The assets side of the balance-sheet is both more com- 
plicated and more interesting. In distributing its resources 
among the different types of asset open to it, the bank has 
to bear two considerations in mind. First of all it must be 
able to meet any claims upon it in cash on demand. For 
this purpose it keeps, as we have seen, a certain reserve of 
cash. In addition, to make itself more secure, it lends out 
another part of its resources on very short loans, some of 
them repayable on a day’s notice. The ordinary manu- 
facturer or merchant has no use for loans that he may be 
called upon to repay at twenty-four hours’ notice, but they 
are very acceptable to the different varieties of traders who 

compose the Money Market. 

The second consideration that the banker must bear 
in mind is income. He must arrange his assets m such a 
way that the return on them is sufficient to pay the wages 
of his staff, pay interest on his borrowings, accumulate 
reserves and leave a little over for dividends for the share- 
holders. Now on his cash reserve the banker clearly eariis 
nothing at all. Moreover, short-term loans, in view of their 
very considerably smaller convenience to the borrower, 
carry only very low rates of interest. So the remainder of 
the bank’s funds has to be laid out in such a way as to yield 
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a good return. But, broadly speaking, the better tltc return, 
tlie less possible it is to get your nioncy back (|ui( kly. 'I'lie 
banker can never alTcrd to forget that he has liabilities aaainst 
every one of his assets, and he luust not, therefore, jil.ne 
them where they cannot be liquidated. That at least is the 
ideal. In practice it cannot Ire attained. Some of a bank's 
assets might take vears to reali/c. But in his own (hieiice 
the banker keeps up the form of making only tenijriuarv 
loans, even though, in fact, a great many loans are renewed 
whenever they mature. 

Liquidity and prohttibility, therefore, are opposing con- 
siderations. Cash has perfer t lic|ui(lity, but yields no return 
at all. At the other end arc some loans \shich yield a high 
rate of interest, but are hardly licpiid at all. The secret of 
successful banking is to distribute resources between the 
various forms of assets in such a way as to get a sound balance 
between liquidity and profitability, so that there is cash (on 
hand or quickly realizable) to meet every claim, and at the 
same time enough income for the bank to pay its way and 
earn profits for its shareholders. Apart from cash and day- 
to-day loans, which have already been mentioned, there are 
four main types of bank assets, which are— arranged in 
ascending order of income and descending order of liquidity 
—bills (sometimes called discounts). Treasury Deposit 
Receipts (usually known as TDRs), investments and loans 
(sometimes called advances). Bills of Exchange can best be 
regarded as lOUs of well-known banking houses or mer- 
chants or of the Government, maturing within three or six 
months. In London, and to a lesser extent in other financial 
centres, there is a very active market in bills, which are 
bought and sold at a discount on their face value, the rate 
of discount varying with the prevalent rate of interest and 
the length of time before the bill’s maturity.^ The rate of 
discount on bills is higher than can be obtained on dly-to- 


‘ If the discount rate is 4 per cent per annum a bill with cxactiv thr.. 
months to run before maturity and with a face value nf Ci r, u I 

for £990. The difference of £.0 rep Lnt^^inter 

for three months. represents interest on an investment of ,(,990 
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day loans, tliou^h lower than can be obtained on other in- 
vestments. But bills are very liquid. Not only is there an 
active market in them, but holding them for a very few 
months will bring them to m.aturity, wlien they will automati- 
cally be paid. Moreover, the Bank of England is always 
ready to lend cash on the security of ‘ prime ’ bills (i.e. those 
carrying the endorsement, and hence involving the liability, 
of a first-class London house). 

For many years now, by far the greater part of the bills 
available in the London Money Market have been Treasury 
Bill5_that is, the lOUs of the Government. Treasury 
Bills are issued by tender each week and mature in three 
months’ time, Originally Treasury Bills were a means ot 
using, for the benefit of the Government, the low rates ot 
interest obtainable in the discount market. Before the First 
German War, they were only a small part of the total supply 
of bills, all the rest being draivn to finance trade, sometimes 
trade that never touched the shores of Great Britain.^ The 
effect of two wars and of the currency disturbances in be- 
tween, however, has been greatly to increase the number of 
Treasury Bills and greatly to reduce the supply of trade bills, 
until now the former are in tlie great majority. The item ot 
‘ Bills discounted ’ in the British banks’ balance-sheets thus 
represents, in the main, money lent, at three months ea , 
to the Government, Treasury Bills, of course, like trade bills 
can serve as the security for loans from the Bank of England 
if cash is needed, in an emergency, before they mature. 

Treasury Deposit Receipts were introduced during the 
war of 1939-45 as an even more direct way of lending to the 
Government. ^The banks ‘ deposit ’ money to the credit ot 
the Treasury and take a ‘ receipt ’ in return. TDRs have 
a life of six months, and carry a rate of interest fractionally 

above that on Treasury Bills. 

Investments in the case of a British bank invariably mean 
gilt-edged British Government securities, so that they also 
represent money lent to the Government. In other countiies 
the range from which banks select their investments is a little 
wider. But in any well-conducted banking system they must 
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be first-rate extra-safe securities. They yield a bit more than 
bills but not a very high rate of interest. Finally there are 
the bank s loans or advances to its customers, including 
everything from an o\’erdraft of a few shillings on somebody s 
housekeeping account to a loan of several millions to a large 
industrial concern. E\’cn in this last category of its assets 
a bank does not neglect liquidity. Banks ha\c a tempera- 
mental dislike of long loans. They \'ery rarely grant one for 
more than a year, and they usually try to confine their loans 
to a few months. In practice they may be willing to renew a 
loan whenever it matures. In practice, too, a debtor may- 
get into difficulties and be compelled to ask for time to pay. 
But in theory even loans are fairly liquid. 

The proportions in which the banks distributed their 
assets among these five categories in 1946 can be seen from 
the table on page 35. But these figures reflect the aftermath 
of a war in which the banks greatly increased their holdings 
of Government securities, Treasury Bills and other forms of 
Government paper. The 1946 figures are representative 
neither of normal conditions nor of what the bankers them- 
^Ives would prefer. Giving evidence before the Macmillan 
Commttee in 1929 the Managing Director of the largest 
British bank gave the following distribution as the ideal 
towards which his bank tried to work : » 


Cash 

Call Loans 
Bills . 
Investments 
Advances 


11 per cent 

7 „ 

12 „ 

65 


(ml) 

(3| per cent) 

(4 ) 

m „ ) 

(5i „ ) 


The figures in brackets give the approximate average yield 
obtainable at that time on the different categories of assets 
Even at that time, the banks did not always succeed in dis 

Ithe^^d" proportions that they 

wished. And ever since 1929, they have been driven further 

and further from their ideal. In the first place, ever since 
Industry (1931), vol^r/, page Committee on Finance and 
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the end of the gold standard in iqoi and the ?rpat War T 
Conversion in ,930. there has been a conceiW ca!IrionT 

! per cent. The yield on the shorter-dated investments that 
tanhs buy was no more than 2 ner rent sT,r u ■ 
difficult to hnow exactly wha, waHle at rSalS 
on advanm, tt was probably about 4 per cent. ® 
Secondly, as has already been explained on pa.e 38 there 
as be , gr,, of banlc mone 

e d aTtir' ” i • 

EmgtueTh t”be “rfZt 

1929 Ideal 1938 Actual 1946 Actual 


Cash 

Call Loans 


% 
11 

7 

!!' 

29 

44 


% 

112 

6 

9 

31 

26 

18 


Treasury Deposit Receipts 
Investments 12 

Advances 55 

'al^we'reZf 'f' 

S e r T “'■Government debt. Indeed 

Zs of'thelT fn" “f Vsils with, or holdings of 

them to hdU T! 

Wths of the banks assets were directly or indirectly lent to 
ffie Government. The yields obtainable on the v t 
categones of assets are subject to considerable vaS™ 

atludldl''*,” *So rfSSuw'' ““ ti"? « 

’ u. <irc«o“7,;oviS' Z *" ■" “«=■ 
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bein" lower in periods when interest rates in general arc 
lo^v ( cheap money’ periods) and hiyher in peiiixls o| 
stringency. In recent years, yields have lieen much l(jwei 
than in igag. 

It should be emphasized once more that all these assets 
have been acquired by isMting promises to pav. The banker 
is a merchant of debt, and Ins assets as w ell as Ins liabilities 
consist merely of debts; the whole sv.Hem is built up of 
promises to pay erected on a narrow basis of wish. In a 
country (such as the United States) where there are many 
thousands of banks, any one bank that had laid its assets out 


prudently could conceix'ably liquidate entirely, that is, sell 
all of its assets for cash. But if all the banks of a country tried 
at one time to conc ert all their assets into currenev they could 
not do It, for the simple reason that there is not iiearly 
enough currency in existence.^ It would almost certainly be 

1* T * * ■ * ^ brit ish banks entiiely to 

iqui ate. Liquidity is, thu.s, at best a relati\ e conception 
Its utility is not that it would really enable a bank to pay all 
Its debts m a crisis, but that regard for liquidity is an aid to 
the banker in keeping within the bounds of prudent bankin- 
^Vlthm the limits set by liquidity and by the need for 
keeping a proportionate reserve of cash, a bank (or, more 
stoctly, a banking system) can make the total of its balance- 
sheet precisely what it wants. Between the end of 1931 and 
le en o 1938 the London clearing banks increased their 
otal assets from £1,974 million to £2,553 million. They 
did Ins, m the mam, by buying £339 million more of invest- 
ments, paying for them with their promises to pay (i.e. bv 
increasing their deposits). And they were enabled to do so 
because they came into possession of a larger supply of cash 
On page 30 we defined cash in a negative way by saying tha't 

banks, the one form of money which they cannot ' create.’ 

bank, that ar/memberldTihr 'he combinol asses of 'he 

Cb.ooo million, bbl Ihsro was „„l. .lim f T'"* .0°“ '"V 

(Bank of England notes and coins) in existence. currency 
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It is now clear from the preceding discussion that this item 
of cash is the crux of the whole system. Increase it and the 
whole banking system, and with it the quantity of money in 
existence, swells in proportion. Diminish it and the whole 
banking system contracts. We have seen, from a comparison 
of the 1931 figures with those of 1938, how the banking system 
expands under the stimulus of a fresh injection of cash. If it 
cannot increase all its assets in equal proportion, it expands 
some of them differentially. Conversely with a contraction. 
If the banking system were suddenly deprived of some of its 
cash, it would have to reduce proportionately the total of its 
assets. Advances possibly could not be diminished at all to 
begin with. But bills would not be replaced as they matured, 
investments would be sold, and day-to-day loans called. And 
as the advances gradually came up for renewal some of them 
would not be renewed. So the impetus of contraction would 
spread through the whole system. It would become more 
difficult to raise a loan from the banks, and the total of de- 
posits in the hands of the public — its total supply of money 
would shrink. 

The banks’ cash is thus the lever with which the whole 
gigantic system is manipulated. It is time that we inquired 
rather more closely into the nature of the banks’ cash. 


THE CENTRAL BANK 

One obvious constituent of the banks’ cash is actual cur- 
rency— that is, notes and coin. A bank must at any time have 
a certain amount of currency in its tills for paying out to such 
of its customers as bring cheques in to be cashed. In most 
modern countries (though not in all) the currency consists in 
the main of notes issued by an institution known as the Bank of 
Issue, or Central Bank. In Great Britain the Bank of Issue 
is the Bank of England, in France it is the Bank of France, in 
Sweden the Riksbank. In the United States the bulk of the 
currency (though not all of it) is issued by the twelve Federal 
Reserve Banks, each of which is the Bank of Issue for its own 
district. The right of issuing notes, especially notes tliat are 
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given the quality of‘ legal tender, is reserved, in neaily e\ciy 
country, to this one institution. 

Not all the banks’ cash, however, consists of notes ot the 
Bank of Issue or Central Bank. In lai-!,iud, in Dcecniber 
1946, for example, onlv some .Cap', million out of the total 
bank cash of consisted of notes and coins. Ihe 

remainder consists of dcpi’sits with the C-enti.il bank. 

It has been pointed out above that the banks are lon- 
tinually presenting claims on one another. C.heques cliawn 
on Bank A and deposited in Bank B will be olfset against 
cheques drawn on Bank B and deposited in Bank A, and onl) 
the net differences will remain to be settled in cash, j Now 
these differences could be settled in cui rency, and in some 
countries they actually are settled by one bank handing over 
currency to another. But(in most countries the banks settle 
these ‘ clearing dilTerences ’ by drawing a cheque on the 
Central Bank, the ‘ bankers’ bank.’ Tliis system originated 
in England, and is largely due to the fact that for nearly one 
hundred and fifty years the Bank of England was by far the 
richest and the largest bank in the country!^ Originally it 
conducted a general banking business and had many private 
customers. Some of these customers it still has, though they 
are now few in number (one of them, the British Government, 
is the most important customer of all), but in the course of 
time it has gradually withdrawn from direct contact with the 
pubhc and has become more and more the ‘ bankers’ bank.’ 
Each of the other English banks keeps an account wnth the 
Bank of England, and if in any day’s ‘ clearing ’ one of these 
banks finds that it owes a certain sum on balance to one of 
the other banks, it is obviously more convenient to draw a 
cheque on its deposit at the Bank of England than to pay in 
currency. Furthermore, since ‘Joint-Stock’ or ‘ Member’ 
Banks ^ know that they can draw out their balances at the 
Bank of England in currency at any time (for the deposits of 


V The banks other than the Central Bank are usually called ‘joint-stock 
banks’ in Great Britain and ‘member banks’ in the United States (i.e. 
members of the Federal Reserve System). The term ‘ member banks ’ is used 
here as being the more intelligible. 
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the B ulk of Eni^land arc promises to pay just as the deposits 
of ottr banks arc, and must be met in currency on demand), 

tbev i'(?2;a.rcl these balances as cash- Kv 

This svstem, wliich grew up in England more oi less by 
chance has been copied in nearly every other country. In 
'i^?ny a them the Member Banks are forced by law to 
Maintain deposits at the Central Bank amounUng to a 
certain spcciLd minimum percentage of their own deposits^ 
Tlie Lsh of the Member Banks thus consists paMy of 
notes issued by the Central Bank, partly of deposits ^ h e 
Central Bank. In both cases, however— and this « 
essential point— tlie Member Banks’ cash consists of liabilities 
of the Ceaatral Bank.^ Of the two kinds of bankeis cas i, 
is tlie deposits at the. Central Bank that are the more dexiWe 
element. When we arc thinking o( variations m the o ^ ° 
the Member Banks’ cash, it is to their deposits with the 
r'entral Bank that we must direct our attention.) 

The Central Bank stands to the Member Banks in 
exactly the same relation as the Member Banks themselves 
S the public The man in the street regards his bank 
to the p cf-rves him as a useful way 

deposit as cash, as money , it scr%es nun _ 

of making payments to his fellow-customers of the banks , 
and if he wants actual currency for bus lares or pay ^ 
wate he cL get it by drawing on his bank account 

SSrl) »i.l. <he Member B.nbs .n » 

K mk • they regard their deposits with the Central BanK as 

cash .hey 2. hem for rniing payments to ^ 

Member Banks ; and they can draw upon .hem for such 
supplies of legal tender currency as t ley requ „ The 

The analogy can be earned one vital step fi^^^h . 

Member Lnks! subject to limits that 

in this chapter (one of which was n>aintenance of a d 

proportion of cash), can increase and beans 

dieir assets, and thus of tlieir habihlies, at '^dl- T bis mea 
that they can increase or diminish the supply Y 

notes and deposits at the Cential Bank. 
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available to the public. Now the Clentral Bank is a peculiar 
sort of bank : it has special functions to perforin, and it is 
relieved of all competition in its special fiekl ; but it is stdl 
a bank, and. like any other bank, it can acrjuire assets bv 
giving its promise to pav. But if the Central B.mk me i ease s 
its assets and its haliihties, it is .dso incre.ising the cash of the 
Member Banks and enabling them in their turn to expand 
their assets and luibihties and increase the money suppK 
of the community. Just as the Memlier Banks can create 
monev, provided they have the requisite cash reserces, so 
the Central Bank can ‘ cre.itc ’ the cash reserves of the 
Member B.uiks. And what it can create, it can also 
destroy. 

Comprehension of this mechanism is so \’ital to under- 
standing the way in which the banking system works that 
it may perhaps be laboured here. ■^When a Central Bank 
makes a loan it does so, in the same way as any other bank, 
by crediting the account of the borrower on its own books. 
If the borrower is one of the Member Banks this will auto- 
matically increase its ‘ cash.’ If the borrower is not one of 
the Member Banks (e.g. the Government) he will presum- 
ably not have borrowed merely in order to increase his 
balance, but will proceed to pay it away. The cheques 
that he draws on his balance at the Central Bank will be 
deposited by their recipients in the Member Banks, who 
will present them for payment to the Central Bank. Pay- 
ment will be made by the Bank of England by transfers 
from the account of the original borrower to the accounts 
of the Member Banks, which transfers increase the Member 
Banks’ cash. Or suppose that the Central Bank has increased 
its assets, not by making a loan but by buying securities. 
The sellers of the securities w'ill be paid either by having 
their accounts at the Central Bank credited, or, more prob- 
ably (since few private persons have accounts with Central 
Banks), by a cheque drawn by the Central Bank on itself. 
This cheque will be deposited with one of the Member 
Banks, who will present it for payment and have its cash 
increased accordingly. Thus, whoever receives in the first 

45 



‘-nr 


tv o 







mMrafasttlteittfa Mfr f mwtetw pteltestttiHM * CKfttOTpvIfflteith ^ 

iiibjiB dWc liteilknafflibiii AA ImmPmaMjiSiAm IriigiAtas 


pflilA^sAttie|TriiA#fetefe^AiflffiArii^iWAAAisi|iifcfiij| 

IfcojlljlJttiifBiBeH Hi 

lb ^ibftteiA^fittaib i)ih^iifeltl|TOiSEd 

jtf tiri^ilc^ x^HtAaicttidE 


£12 milHon, £12 miliiorL £12 mijiion. 

feilKteif "nnp( 0 ia 3 ttei|ffii^f£ ilnpijJtsnii 



feliEwpaiHOiaAfn^y feMBHntMffi 





cticjfaeM 



£liA«2tettieiitqiHgia#aftrtetftetifoiq®ciiai^itt2tfirntqi^ 
Att AipBte vn¥®aMM iWAj iptr 


fcatctfiirt 
it-Or 



? iffliil s h»&¥Stfs* 4 + t= wjirs-, fri f s^lf»»»arl=**+ i «!= i s i* = a**? anisi = Aftwirt+ts i « 5=-= i s =51 = s*e 






CENTRAL BANK 


ultimate form of mnnev, in which all others arc i eilcrmah'le, 
is merely one ol its own promises tn pa\'. 

At times in monetar\' hist.iiv', notahK' in (ierinane in 
^9-3i Central hanks ha\e in lai t 'eieah'il e\er-iiu i easin'^ 
amounts of money with (lisasirims results, hut in m.'sl 
count I ICS their powers are lieKl in c i uak. In those 1 1 aiiiti ics 
that are on a e' ld .staiularcl the law jire'irilies that the 
liabilities (h the (.cntiail hank are to he [)a\'ahle on dem.iiul 
not only in currency but aho in yold. This cleaiiv limits 
the extent to which the liabilities can be increased, fir tint 
e\ en a C.cntral h<ink can create yold j the yold then pla\s the 
same role in the Central Bank as cash does in tlie Member 
Banks. In many countries, whether thev are on the ycifl 
standard or notd the law hivs down that the lialiilities of the 
Central Bank are not to exceed a prescribed multiple of its 
holdings of gold (e.y. in pre-war France gold had to be 
held to the amount of at least 35 per cent of the total of 
notes and deposits of the Bank of France).) E\cn in those 
countries that do not ha\e these direct restrictions, an in- 
direct check can be imposed by limiting the amount of the 
Central Bank’s note i.ssuc. For if the Central Bank allow'S 
the deposits of the public with the Member Banks to increase, 
the public will begin to draw out correspondingly larger 
amounts of currency (i.e. Central Bank notes). Consequendv 
the Member Banks will demand larger supplies of notes from 
the Central Bank. The Central Bank mu,st bear this in 
mind when it starts to ‘ expand credit,’ and if the total 
amount of notes it may issue is limited, its powers of expand- 
ing credit are also subject to an ultimate limit. 

* In these ways limits are set to the Central Bank’s powers 
of increasing the total quantity of money in existence.' The 
limits that are set to its powers of decreasing this quantity 
are those of nature rather than of law. The opposite to 
making a loan is calling a loan, and the opposite of buyiny 
a security is selling it. But a Central Bank cannot call more 


nr * explained in chapter ix. For the purposes of the 
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loans than it has made, or sell more securities than it has 
bought. It cannot even sell all its securities or allow all its 
loans to run olT, for tlie interest it receives on them is the only 
way it has of earniu" a living. A definite limit is thus set 
to the Central Bank’s power of restricting credit and diminish- 
ing the amount of money in existence. 

Apart altogether from legal and natural restrictions, a 
Central Bank exercises its great powers with a conscious 
regard for the best interests of the community. It is indeed 
often a private institution, but dividends are by custom, if 
not by law, limited and invariable, and it is not run primarily 
for private profit-making. The requisition by the State of 
all the capital of the Bank of England in iqqfi, as was recog- 
nized at the time, did not make it any more public-spirited 
in its policy than it had always been, Most Central Banks 
keep much higher reserves than they would do if they were 
intent only on making the highest possible profits. W'e 
have seen that the cash reserves of Member Banks can be 
as low as 8 per cent, and in fact they arc frequently lo^ver. 
Until the war of I 939~45 Central Banks of major countries 
rarely had gold reserves of less than 30 per cent of their 
liabilities and the proportion was sometimes as high as 70 per 
cent or even higher. The war, however, which compelled 
most of the belligerents to mobilize all their resources, led 
to a severe depletion of most Central Banks’ gold reserves 
until now only the United States, Canada, South Africa 
and a few favoured ex-neutrals keep large gold reserves. 
The Bank of England’s gold reserve was sold to the British 
Government and largely used by it to purchase war supplies 
from the United States and other countries. By 1946 the 
Bank’s gold holdings were only about O'Oi per cent of its 
liabilities, and it is apparently the intention that any gold 
reserves the country may pos,scss shall in future be held by 
the Government and not by the Bank of England. This 
means that the limitation on tlic Bank of England’s power 
to expand its assets and its liabilities, which used to be 
imposed by the size of its gold holding, now rests in the 
maximum size of note issue that the law allows to it. So fin 
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as the Bank of England is concci-ncd, that is an extnnal limit 
which it cannot itself alter. But it dilfers from the si/c ol 
tlie gold reserve in being a man-nnulc limitation, wliii h the 
Go\'crnment of the day can alter. In short, the limits on 
the Bank of fmeland s artums are not now set liv any i,>l)icc ti\'c 
circumstances, but by judgment and [ioliev--its own or the 
Go\'ernment’s. And that, as we shall later see, is a must 
important distinction. 


Subject to the limitations that are imiiosed upon it by 
the law' regulating the size and nature of its lawerve, the 
^ Central Bank can determine, absolutelv of its own authority, 
the volume of money that is made available to the public. 
It fixes the total of the .Member Banks’ deposits. It is still 
open to the Member Banks themselves to determine who 
shall hold these deposits, by varying their different categories 
of assets or by competition for customers among themscK es. 
The Central Bank thus determines the quantity of the supply 
of money, w'hile the Member Banks retain their influence 


over what may be called its quality. 

The final word in the all-important matter of the quantity 
of money thus rests with the Central Bank. It docs not, 
however, necessarily follow that the Central Bank always 
takes the initiative in a change. This may be an appropriate 
moment to interpose some sample Central Bank balance- 
sheets. On page 50 is printed, in somewhat simplified form, 
the balance-sheet of the Bank of England for a date, chosen 
at random, shortly before the onset of the war of 1939-45. 
This date has been chosen so as to avoid the effects of war 
finance— a post-war balance-sheet will be given very shortly. 
Page 50 also gives a combined balance-sheet for the twch'c 
Federal Reserve Banks of the United States taken together 
The date for this balance-sheet has been chosen as far back 
as 1928, since the Great Depression which started in 1929 
had a disturbing effect on the American monetary system 
second only to that of the war that began ten years later. 

_ These balance-sheets, it will be noticed, are remarkably 
similar in form to those of the Member Banks printed on 
35 - The chief difference is in the appearance of a large 
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Item of Notes on the liability side, but, as has already been 
explained, notes have no fundamental distinction from 
deposits In the case of the Member Banks’ balance-sheets 
the vital Item on the liabilities side was that of Deposits, 


Bank of England, 14 June 1939 


Notes 


LIABILITIES 


Public deposits {i.e. be- 
longing to the British 
Government) 

Bankers’ deposits (i.e. 
belonging to British 
joint-stock banks) 
Other deposits (i.e. 
belonging to people 
other than the British 
Government or Brit- 
ish banks) 

Capital and surplus 


£494,951,865 


22,078,770 

100,296,915 


36,399,32( 

17,871,18( 


ASSETS 

Gold and silver £227,563,372 ' 

Government securities 415,407,389 

Other securities 22,995,600 

Discounts and ad- 
vances 6,631,795 


£671,598,056 


£671,598,056 


Federal Reserve Banks, 31 December 1928 


■ LIABILITIES 

81,809,000,000 
Government deposits 23,000,000 

Member Bank deposits 2,389,000,000 

Other deposits 27,000,000 

Capital and surplus 401,000,000 

Miscellaneous liabili- 

13,000,000 


$4,662,000,000 


ASSETS 

$2,684,000,000 
Other forms of cash 205,000,000 

Loans to Member 
^ Banb 1,056,000,000 

Securities 238,000.000 

Bills of Exchange 489,000,000 

Miscellaneous assets 90,000,000 


$4,662,000,000 


which form the cash of the public. So in the case of Central 
Banks balance-sheets the vital liabiUty item is Member 
Bank Deposits (Bankers’ Deposits in Bank of England 
nomenclature), which, together with part of the notes, form 
the cash of the Member Banks. 


The ^sete side of the balance sheet is also similar to that 
of the Member Banks. There are the three chief categories 

ot Cash, Investments and Loans. Cash takes the ultimate 

/ 


‘ almost entirely gold 
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form of gold bullion, and it will be noticed that it was in 
1939 a very considerably larger proportion of the total assets 
than is the case with the Member Banks. Investments take 
the form either of Government securities or else of such 
short-term paper as bills of exchange. Loans are advances 
to the Central Bank’s customers. In the case of the American 
Federal Reserve Banks tlieir customers are the Member 
Banks. In England it is the custom that the Joint-stock 
Banks (Member Banks) do not borrow directly from the Bank 
of England. When they are in need of funds they call the 
loans that they have granted to the Money Market in the 
form of call loans, and the Money Market has to apply to 
the Bank of England for the funds withdrawn by the 
Joint-stock Banks. The net effect is approximately the same 
as with the direct American method. 

The method by which the Central Bank increases or 
restricts the cash reserves of the Member Banks is by increas- 
ing or diminishing its own assets. This is precisely the same 
principle as that which we have studied under the description 
of ‘ creating ’ money. It can be illustrated by comparing the 
Bank of England’s balance-sheet for a date chosen at random 
in 1947 '''ith that already given for 1939 ; 


Bank of England, 15 October i 94 ,y 
(in millions of pounds) 
LIABILITIES ASSETS 


Change since 
14 June 1939 

Notes ,C1, 368-6 873 6 

Public deposits 11-5 _ jo-6 

Bankers’ deposits 295-8 -f 195-5 

Other deposits 94-6 -f 58-2 

Capital and surplus 17-7 — 0-2 


1,788-2 + 7,726.6 


Change since 
14 June 1939 

Gold and silver £2-4: — 225-2 
Gov. securities 1,759-9 -I- 7 341-5 
Other securities 20 - 1 - ’ 2-9 
Discounts and 

Advances 5-8 + 0-2 

£b788-2 - 1 - 7,776-6 


.i, i' "ill be noticed, is more 

than doubled. War, for reaajns that will be more fully 
explained m a later chapter, leads to the creation of monev 
on a massive scale. Between the average of the year .939 
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and t!ie month of September 1947 (not exactly the dates of 
the two balance-sheets printed here), the money supply of 
the British public, notes and bank deposits together, increased 
from ;02,7O7 million to /)6,974 million. The whole burden 
of providing this increase in money fell on to the Bank of 
England. The required increase in notes it provided directly 
by printing about fyoo million additional of them (some of 
these were required by the banks as additional till-money) . 
The increase in the public’s deposits at the Member Banks 
was made possible by an increase of over /(200 million in 
Bankers’ Deposits at the Bank of England ; this, serving the 
Member Banks as cash, enabled them, in their turn, to expand 
their deposits by some /(3,350 million.^ The base of the 
whole structure was the increase of over /(i,ooo million in 
the Bank of England’s assets. And this increase was brought 
about simply by the Bank’s purchasing Government securi- 
ties. In fact, as the figures show, it acquired well over ;^i, 300 
million of these securities since, as already explained, it 
handed over its gold holding to the Government and took 
securities instead. 

Much the same process of monetary expansion has been 
at work in the United States. Indeed in that country it ante- 
dates the war, as the following comparison shows : 


Federal Reserve Banks, 29 December 1938 
(in millions of dollars) 

LI.ABILITIES ASSETS 


Change from 
1928 

Notes ^ $4,470+2,551 

Government deposits 941+ 918 

Member Bank deposits 8,577 +5, 155 
Other deposits 605+ 478 

Capital and surplus 310— 91 

Miscellaneous liabilities 708+ 595 


Chance from 
1938 

Gold certificate $11,788 +9,294 
Other forms of cash 335 + 130 
Loans to Member Banb 7 — 1,049 
Securities 2,564 +2,326 

Bills of Exchange 1 — 488 
Miscellaneous assets 816 + 726 


$15,511+79,649 $15,511+79,649 


* There was thus some reduction in the Member Banks' cash ratio. On the 
average of the year 1939 the ratio of ‘ coin, notes and balances with the Bank 
of England ’ to total deposits was lo Ss per cent ; in September 1946 it was 
8’28 per cent. 
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and the month of September 1947 (not exactly the dates of 
the rvvo balance-sheets printed here), the money stipply of 
the British public, notes and bank deposits together, increased 
from £2,-0- million to ^6,974 million. The whole burden 
of pro^iding this increase in money fell on to the Bank of 
England. The required increase in notes it proWded directly 
by printing about £qoo million additional of them (some of 
these were required by the banks as additional till- money). 
The increase in the public's deposits at the Member Banks 
was made possible by an increase of over £200 million in 
Bankers' Deposits at the Bank of England ; this, serving the 
Member Banks as cash, enabled them, in their turn, to exp>and 
their deposits by some £3,3^^ million.^ The base of the 
whole structure Ns'as the increase of over £1,000 million in 
the Bank of England’s assets. .\nd this increase ^s■as brought 
about simply by the Bank’s purchasing Government securi- 
ties. In fact, as the figures show, it acquired well over £1,300 
million of these securities since, as already explained, it 
handed over its gold holding to the Government and took 
securities instead. 

Much the same process of monetary expansion has been 
at work in the United States. Indeed in that country it ante- 
dates the war, as the foBovsii^ comparison shov,x : 


Feder-al Reser\-e B-axrs, 29 December 1938 
(in millions of dollars) 


U-ABILITIES 


Chansre trom 

Notes H.tT04-2,6«i 

Goverrvnen: depcsia 
Me3iberBaakdepc3si3 
Other deposiB 505 -i- 4> i 

Capitil and surplus 310— 

^ii^cclianeocs liabCides TOS— 


ASSETS 

CtanTf f:xxn 
1938 

Gold certifitatc J11,TSS -}-S,2M 
Odicr forna of cash 33o 13$ 

J j~»-arx tn Afrmber Ranb ^ 

Securities 2,o64 — 2yS^ 

Bills of pTchai^ t — 

MiscelLaaeous assets 816 -r T2$ 


$15,511 


$15.511 


cf England ’ to total dejwsiB '•as 10-83 per cent . m sep 
8-a3 ^ cent. 
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purpose (thougii hardly to the same extent) by buying more 
securities. 

We are concerned in this chapter only with the mechanics 
of the banking system. It may neverthele.ss not be out of 
place to point out that this policy of expanding the volume 
of money had only partial success. To begin with, the 
Member Banks either could not or did not wish to expand 
their own liabilities in proportion to the increase in the 
reserves with which they were presented by the Federal 
Reserve Banks. Of the $8,577 Member Bank 

reserves on 29 December 1938, over $3,000 million were 
‘ in excess of requirements ’—that is, not in fact used as 
reserves for the creation of additional deposits. And secondly, 
though there was some recovery in trade and employment 
in America in the New Deal years, it was not as much as the 
proponents of the doctrine of recovery by credit expansion 
had hoped. 

There was thus a considerable increase in the assets and 
liabilities of the Federal Reserve system even before the war. 
But the expansion of the years 1928-38 was entirely eclipsed 
by what happened in the war years : 


Federal Reserve Banks, 29 October 1947 
(in millions of dollars) 


LIABILITIES 

Change from 
1938 

Notes $24,453+i9,9W 

Government depositsl ,355+ Hi 
Member Bank deposits 10,859+ 8,2S2 
Other deposits 916+ Hi 

Capital and surplus 317+ 407 
Misc. liabilities 2,352+ l,6H 


$46, 652+31, 14/ 


ASSETS 

Change from 
1938 

Gold certificates $20,363 + 8,575 
Other forms of cash 947 + 348 

Loam to Member Banks 373 + 812 
Securities 22,129 +19,565 

Bills of Exchange 2 + 1 

Miscellaneous assets 2,838 + 2,022 

46,652+31 ,141 


It is interesting to compare these war time increases with 
those for Great Britain shown in the table on page 51. 
Whereas the British note circulation increased a little less 
than threefold, the notes of the Federal Reserve Banks 
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(which are not, however, tlie whole of tlic American note 
circulation) increased sixfold. The cash reserves of the 
Member Banks were also increased a little less than three- 
fold in Britain, while they were just about doublcJ. in America. 
(The Member Bank deposits actually used as reserxes in 
America — that is, the total less the ‘ excess rcserc’cs ’ — in- 
creased just short of three-fold ; this is in many wax’s tlie 
more appropriate eomparison to make x’cith the British 
figures). Why these great expansions in the money supply 
were necessary in wartime will be discussed in a later section. 
Here we are concerned with the mechanics, and the table 
shows clearly how the expansion was contrived. Of the 
total increase in the Reserve Banks’ assets of §31 billion, just 
over a quarter was provided by increased holdings of gold 
sent to America by other nations either for safe-keeping or in 
payment for munitions and other necessary supplies. Virtu- 
ally the whole of the remainder was provided by very large 
purchases by the Reserve Banks of United States Government 
securities. 


These comparisons show what in fact happened in certain 
specific periods. But they do not show to what extent the 
changes brought about were the result of action taken on the 
Central Bank s initiative. The overriding impelling force 
was, of course, the policy of the Government in waging war. 
But, in implementing that policy, did the Central Bank act 
on its own initiative or merely stand passively ready to react 
to the actions of others ? 


So far as changes in gold holdings are concerned, the 
Central Banks were almost wholly passive. In England’, the 
fall in the Bank of England’s gold reserve was due to the 
desire of the Government to have the gold in its own charge 
where it could be disposed of in secrecy and without im- 
mediate repercussions on the banking system. In America 
the increase in the Federal Reserve Banks’ holdings of gold 
was mainly due to the action of foreign governments and 
individuals in sending gold to America, either for safe-keeping 
or to acquire dollars for purchasing American goods. In 
both countries the Central Bank was a passive agait. 
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(lliPtn^cs in t'lc Central Bank s investments, on the other 
hand, arc likely to be in the main the result of its own 
initiative. This is entirely true of its holdings of Govern- 
ment securities. If these decline or rise, it is because the 
Central Bank has deliberately sold or bought in the market. 
In the case of Bills of E.xchange, the Central Bank may buy 
or sell of its own volition, but it may also be solicited to 
buy by the Money Market. 

- Loans, however, depend entirely upon the initiative^ of 
the borrower. It is a maxim of Central Banking practice 
that tlie Central Bank will never refuse to lend to any of its 
customers who can provide acceptable security for the loan. 
This does not mean to say that the Central Bank is quite 
powerless to influence the size of its loans. If it wishes to 
reduce them it can exact a very high rate of interest (i.e. it 
can raise the Bank Rate) ; if it wishes to increase them it 
can lower Bank Ratek The reaction to a high Bank Rate 
is likely to be much more immediate than the effect of a low 
Bank Rate. Rather than pay, say, 6 per cent most customers 
of the Central Bank will get out of debt as quickly as they 
can, But if they can find no profitable use for funds, a low 
Bank Rate may not tempt them to borrow. 

I The Central Bank thus has considerable powers over the 
size of its own assets, and hence on the size of the Member 
Banks’ cash resen'es, and hence on the money supply of the 
public. Its investments are, in the main, subject to its own 
initiative. Its loans will be strongly influenced by the level 
of Bank Rate. These, then, are the two great weapons of 
the Central Bank : its power to buy and sell securities, 
technically known as Open Market Operations ; and its power 
to raise or lower the rate of interest it charges for loans, 

known as Bank Rate Policy. ■ . . i- • 

The use of these weapdns is not entirely without limita- 
tions. Thus, so long as the Central Bank is under any 
obligation to keep a gold reserve, it will need to keep an eye 
on its gold stock. That is obviously true if the country is 
on the gold standard, and the ramifications of Central Bank 
policy in gold standard conditions will be considered in 
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'^Changes in the Central Bank’s investments, on the other 
hand, are likely to be in the main the result of its own 
initiative. This is entirely true of its holdings of Govern- 
ment securities. If these decline or rise, it is because the 
Central Bank has deliberately sold or bought in the market. 
In the case of Bills of Exchange, the Central Bank may buy 
or sell of its own volition, but it may also be solicited to 
buy by the Aloney Market. 

^ Loans, however, depend entirely upon the initiative of 
the borrower. It is a maxim of Central Banking practice 
that the Central Bank will never refuse to lend to any of its 


customers who can provide acceptable security for the loan. 
This does not mean to say that the Central Bank is quite 
pow'erless to influence the size of its loans. If it wishes to 
reduce them it can exact a very high rate of interest (i.e. it 
can raise the Bank Rate) ; if it wishes to increase them it 
can lower Bank Rate^ The reaction to a high Bank Rate 
is likely to be much more immediate than the effect of a low 
Bank Rate. Rather than pay, say, 6 per cent most customers 
of the Central Bank will get out of debt as quickly as they 
can. But if they can find no profitable use for funds, a low 
Bank Rate may not tempt them to borrow. 

( The Central Bank thus has considerable powers over the 
size of its own assets, and hence on the size of the Member 
Banks’ cash reser\-es, and hence on the money supply of the 
public. Its investments are, in the naam, subject to its own 
initiative. Its loans will be strongly influenced by the level 
of Bank Rate. These, then, are the two great weapons ot 
the Central Bank : its power to buy and scU securities, 
technically known as Open Market Operations-, and its power 
to raise or lower the rate of interest it charges for loans, 

is not entirely without limita- 
tionT so long Z the Central Bank ts under any 

obligation to keep a gold reserve, rt wrll "“f ^ 

ita gold stock. That ‘ If HenTr J B^ank 
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increased. In England this is not a factor of very great 
importance, because the Government does not build up a 
huge balance at one time and let it run down to nothing at 
other times. 'When the British Treasury is receiving money 
more rapidly than it is paying it out, it uses the surplus to 
pay off debt ; when its expenditure is running ahead of 
re\enue, it borrows temporarily, thus keeping its cash 
balance fairly steady. In the United States and some other 
countries, however, the cash balance of the Government 
frequentb- fluctuates quite widely. It is always open to the 
Central Bank, of course, to neutralize the effect of the 
Treasury’s operations. If tlie Treasury is building up its 
balance, and thereby restricting the Alcmber Banks’ cash, 
the Central Bank can buy securities, or lower Bank Rate 
to encourage borrowers ; or if the Treasury is reducing its 
balance, tliC Central Bank can sell securities or raise Bank 
Rate. 

There are thus limits on the Central Bank’s ability to 
control the volume of money in existence in the country. 
But they ai c broad and clastic limits. In all normal circum- 
stances the Central Bank can determine absolutely the size 
of the Member Banks’ cash reserr es, and only one degree 
less absolutely the size of the public’s deposits with the 
Member Banks. Over the qiuiniUalm aspects of Money in 
a modern State the control of the Central Bank is very 
great. To the question, ‘ What determines the quantity of 
money in existence ? ’ the answer is, ‘ The policy of the 
Central Bank, using its free discretion within limits tliat are 
normally very broad.’ This is cle.u ly a power of the utmost 
social importance. Moreover, it is exercised without com- 
petition and with the consciousness of authority. In his own 
field the Central Banker is cle.uly a dictator. How far his 
empire extends it will be the task of succeeding chapters 
to determine. 
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THE G R 0 T II O I' C I. \ I R A L R A X K I X G 

Central Bankinu is almost cmirelv a (lr\ cl. .jjuunt (.fthc 
last few decades. It m i'.;'inated in Liiciland almost by ( li.im e, 
because the bam.s otlici than the Bank i.t l,ii'_;laiid l(iiiiid it 


convenient to settle their clearing balam cs hv chc(|ues on 
the Bank of England, and came to recaul thvir bal.uii, es 
with the Bank as beiiiT as good as cash. The svstem was 
working in a rudimentary w.iv, and the dilators of the 
Bank of England were v.'iguclv awaie of the cllects of raising 
and lowering their Bank Rate c\cn boloie the Bank Act 
of 1844 had settled the legal fr.micwork of English banking, 
but the principles of the system of credit control Ijv the 
Central Bank were not discovered and enunciated until the 
appearance of Walter Bagehot's Lombard Slnrt in 1873. Cven 
then the criteria by wliich the Bank acted were almost entirely 
rules of thumb, and there was very little attempt at consc ious 
control in pursuit of a consistent policy before the outbreak 
of the war of 1914-18. 


France and Germany also possessed their Central Banks 
fbr all, or a large part of, the nineteenth centtirv. But partly 
because these countries lacked the large and elastic money 
market of London, partly because their populations did not 
acquire the cheque habit nearly as e.xtensively as the British 
parUy because the Bank of France and the Reichsbank never 
conhned themselves as much as the Bank of Emdand to 
serving the Member Banks and the Gewernment but com- 
peted freely with other banks up and down the country 
they never canie into control of so delicate and subtle a 
mechanism as the English credit system. Others amoiw the 
commercial nations of Europe-Holland, Sweden, Deiiniark 
for instance-have had banks for some decades which arc 
m greater or less degree true Central Banks. 

of the U r /r '' Bank 

f the United States m the tliirties of last century The 

credit crisis of 1907-whcn the banks failed to meu their 

abilities in cash and had to issue so-called ‘ clearing house 
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certificates' as a sort of extra-legal emergency currency- 
demonstrated very impressit cly the disadvantages of a systein 
of many thousands of unco-ordinated banks, good, bad aii 
inclilTercnt. The small banks could call on the large banks 
for lielp • but when these too ivcre affected by the panic 
there rvas no agency to which tliey could turn for assistance 
or for a temporary supply of extra cash. As a resu t o in- 
vesti<^ations lasting several years, the Federal Reserve Act 

waspasseclin 1913. The system set up under this Act borrows 

its nrain principles from the English model ; that is to say, 
the Member Banks keep reserves, equal to specified P^rcen - 
acres of their total deposits, in the shape of balances with the 
Federal Reserve Banks. The Reserve Banks operate upon 
the volume of these reserve balances by changing their Bank 
Rate (the rate at which they will re-discount for, or lend 0, 
the xMember banks), and also by buying and selling securities 
in the open market. But in addition there were several 
very interesting innovations in the Act. In harmony with 
the federal tendencies which have always been stiong m 
American public life, the Act set up not one Central Bank 
in New York but tweh’e Federal Resei N'e Banks through 
the country, co-ordinated and to a large extent control ed 
by a Federal Reserve Board in \\'ashington. However, the 
history of the system in the last 
entirely confirmed the wisdom of tins scheme. 

Federal Reserve System lias tended more and more o 
operate as a unit, and tlie degree of independence possible 
for the separate Federal Reserve Banks has been reduced 
within quite small dimensions. The purchases and sa s 
of securities, which have played a large part m th 
System’s operations, must necessarily be made in r C'v , 
far the largest market of the country. Further, the Retie d 
Rcsen'c Board has tended more and more to coMect tli 
power of initiating policies into its own hands leaving 1 
tlie individual Reserve Banks only to execute those policies. 
In any case, it would be difficult for there to be more 
than one credit policy inside a single country where th 
absence of tariffs and the existence ot a single currency 
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necessarily lead to the yrcalest dciirce <if intcrdc[)cn(leiirc 
of the various rceii’its. In spui' ol the expriinK'iit d [he 
Icdcral Ro>ervc vS\sicni, or [nihajts hiaaiiM- nf ii, we , .m 
lav down the priiuiplc i.f One Curicin,y, Quo CViilral 
Bank. 


Alter the war ol i'.’ thi.s puluA’ was th.anecd tf) the 
rather dillcicnt one ol C.eiitral Bank for Bx'ci'y (anreii(\’. 
\\aitinie exiyciuics had di>i'U[)tL'd the many links that 
previously connerled the ililleicnt curreiu ies nf Europe. 
Inflation of prices and llueiii.uiiiu exehannes had re<lui (-d 
banking almost to chaos. In addition there were several 
new and intensely nationalistic states, c.uh with a brand 
new curiencx, and each desiring to have a Irr.ind new 
currency policy to match. The Cionlerenecs of Brussels and 
Genoa in ipuo and i9.>2 declared that order could be 
brought out of this ehacis if each countrv would create a 
Central Bank and gue it control of tlic banking and curiency 
arrangements. Cooperation between the Central B.mks 
would then make a coherent policy possible. Under the 
leadership of the Bank of England and of the financial 
experts of the League of Nations this formula was gradually 
put into eflect in the decade following the war, and even 
such small entities as Estonia, Danzig and Albania were 
equipped with Central Banks. Under American inspiration 
the innovation spread to the South American states, and 
by the outbreak of war in 1939 there was hardly a country 

m the world where a Central Bank was not cither in existence 
or proposed. 


It must not be thought that the powers of the Central 
Bank, or its degree of control over the banking system are 
the same in every country. Banking, as it is understood in 
the English-speaking countries, does not exist in many of the 
nations now equipped with Central Banks. In these countries 
banks are still in the money-lender stage distinguished earlier 
n this chapter. _ Their function is to collect and distribute 
the nations savings, and the bulk of monetary transactions 
are made with notes rather than cheques. In these circum 
stances there is hardly any structure of credit for the Central 
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Bad. .0 control and its functions are merely those of a Bank 

‘f”', in the nrore advanced countries, however, there 
ted ilT rentes in ll.e Central Bank's powers of 

“ .;:i;'^^,:'tnk of E,.,a^^.r «a^de, ,s a more 

absolute \.^"\escrvc Banks, for one thing, are 

l/th'eir' Memher Banks, r. 

'.t' 'o ■ nllmd n"erCs direct to the 

V ™T'Tb nks It vraLhu,.ds to the market either by 
Mcinber Dc^nkb. ^ ^ .v' cpll ('in its own initiative) 

buviny securities L seematy of bills 

or by leudur. to the U' U' , ,ha„ the 

ofexchanse ; audsmee I'-'' i, follows that 
market rate of discount on j, , b continues to lose 

oocrv borrower from the Bank “f >r '.a™ , g„„antee 

money until the loan is repai ^ possible moment. 

,l,a, the loans will lie repaid at t' ^ « P Boots 

I„ the United States. d tiimmh Bank Rate 

f'T 1 ■! A an Ihe weld'olH^^ on "the particular 
may be lu'-hn tin , i^y for the loan, it is 

varieties ..1 P'^K;' ^ Banks hr raise some of their 

always open to the aMaii „,,„raoc rate of interest 

other charges and thus oiUlieir borrowings 

rcceii ed above the rate o u^^ 

from the Reserve Ian .. ,vhcn the Member Banks 

an individual bank m a period ''I R^.erve 

n whole are ''-A ',; ;:;l,I;mislnv the rates 

Ikiiik, since conipctitionwil P' " Bcr Banks are 

1, charges to its ; p d it prof.tablc to go 

impaired when it is mirf p , Bj„t pcitonns 

There is one funchon t,i 1 c Cci.^^ 

in every country, wlmh s at 1 ,t. Every 

„f,l,. The Cc, ..r.al Bai,. Stic Ica^ 

nionclarv system siilh IS a ,1 .,,, ,„il c ash. They may 

the public wdiieh hauls thi .n^l.. d. inaud ctsll. 
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be frightened that their investments are going to become 
worthless, or that tlieir deposits in tlie banks are going to 
be immobilized by the closing of the banks. Or for any 
one of a variety of other I'casons they may want to hold 
more of their wealth in the liquid form of cash. The more 
highly developed banking systems are more prone to suffer 
from such a ' liquidity preference ’ than the less developed 
countries ; but none is immune. There is not a country 
in the world i\nicn normally possesses enough cash or 
currency to meet all its liabilities. Unless the credit system 
is to break down, with the tremendous shock w'hich that 
would involve to the public s confidence in it, there must 
be some means, in an emergency, of temporarilv expanding 
the supply of cash. This the Central Bank can' do. It can 
expand the deposits on its own books of the Member Banks. 
Or if the public is demanding notes, it can print more and 
lend them out. The laws of most countries, while liiniting 
the total note issue of the Central Bank, make provision for 
temporary excesses. In England it used to be customary in 
such cases to ‘ suspend the Bank Act ’—that is for the Govern- 
ment to authorize the Bank of England temporarily to dis- 
regard the limitations placed upon its note issue by the 
Bank Act. Some such provision for elasticity there must be, 
since the alternative is widespread bankruptcies, not because 
of any real insolvency, not because assets are unequal to 
liabilities, but merely because the supply of legal tender 
currency is temporarily too small to meet the suddenly 
enlarged demand. This is illustrated by the American panic 
ot 1907, when, because the supply of currency could not be 
expanded, the New York banks were driven to issue ‘ Clear- 
mg House certificates ’ which were, in fact, banknotes, 
although the law had to pretend that they were not. Rather 
than be compelled to resort to such subterfuges it is far 
better to have, in the Central Bank, a ‘ lender of last resort ’ 
enipowered to deal with such panics in the only way that 

borrotJeT" ’ 

We have thus listed a number of functions of a Central 
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Batik. It is the hankers’ bank and the Govcrmncnt’s bank '■ ; 
it i.s tlic in.aitution that issues paper monev ; U is the lender 
of last resort. To p'ci foim the tw-) latter functions, howes er, 
it docs not need to be a bank. Tl.c Government it, self is 
pctlcctlv emiipelcnt to issue notes and, in emergencies, to 
lend rotes to liie public. It is only ulicn the development 
of tl.c banking system has been carried a step further with 
the building up of a cheiiuc system, when the bulk of the 
public's money comes to consist of bank deposits, that a 
bankers' bank becomes ncecssarv. It is then that the Central 
Bank l)cgins to emerge in its fullest p oportions. 

Mention of the Government raises the question how far 
the Central Bank can, or should, be independent of the 
Government. There is much to be said for removing the 
Central Bank from the immediate compulsion of political 
opinions. In the vears after the war of 1914-18 there were 
so many e.xamplcs of Central Banks being dominated by 
the disastrous financial policies of Governments that the 
international conferences that discussed the subject made 
almost a dogma of Central Bank independence, carrying it 
as far as advocating the private ownership of Central Banks. 
There has been a reaction from these views. Private owner- 
ship of Central Banks may mean their ownership by, and 
control in the interests of, rich bankers or industrialists to 
the e.xclusion of the interests of the community as a i^iole. 
One of the first acts of the Labour Government m Great 
Britain on assuming office in 1945 was to buy out the private 
proprietors of the Bank of England. This step met with 
very little opposition ; but since the question of public or 
private ownership of Central Banks is still a matter of acute 
political controversy in many countries of the world, it must 
be enough to say here that, whether or not the State ovvns 
the Central Bank, it must necessarily exercise a considerable 
measure of control over it. This follows inevitably frorn the 
very large and important powers that the Central Bank 
possesses. In fact the modern tendency is for the State to 

1 Tlie American Treasury regularly deposits funds in otlrer banb, but tin 
Federal Reserve Banks conduct the bulk of its banking business. 
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own the Central Bank but ibr the actual control to be in the 
hands of a Governor or a Board appointed for a period of 
years and more or less independent of political domination 
during that period. The dispute is in any case a somewhat 
artificial one. The importance of banking policy for the 
community at large is fully recognized nowadays, and no 
responsible Government, whatever its political complexion, 
could afford to surrender so large a portion of the attributes 
of sovereignty to an autonomous body. Ultimate Govern- 
ment control there must be, and the precise point on the 
gradaPon from ultimate control to day-by-day interference 
at which Central Bank independence begins is a matter of 
expediency rather than of principle. 


11 


MONEY AND NEAR- MONEY 
MONEY MARKET 

Already, m describing the working of the banking system 
we have had to mention some of the institutions that stand 
alonpide the banks and constitute what is called the ‘Money 
larket. Since they play an important part in the functions 

^ 

Money was defined in chapter i as anything that is 

k rSheJ diffiT It t ' A ^ exchange. This makes 

It rather difficult o draw an absolutely precise line where 

Legal tender currency is certainly money. Bank depiits are 
also moriey at all normal times, since they arrCe ml v 
acceptable. Eu, if confidence in the bank" bega^to be 
shaken (as it was in the United .States in the early nineteen- 

eeasrto'Iie'n ”“11 ‘‘'P^lts might 

offered a^heouT^'’ ' ““ cautious man, on being 

ask Ihr r ^ ^ *■' k"ow, might 

stanct ZlTl circufi- 

but Sffli 3 “"'f'*'"'!! that was very dose to money 

‘n«™"„:;;““ They would b"c 
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ue have already co.e 'orEt 

money ’ in the form o te ^ promise either of the 

change is a document t-''!;: ? ^V^xreasury Bill) or 
British Gos ernmcnt (m ul London to 

»f “''™ ':f:v«:*r”inch- 
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St:Bti.tsnotgu,«^^^^^^^^ 

I™n“t‘ i"’“e”“receiv; sligh.lv less money than ts 

stated on the face of the bill. discussing the assets side 

Earlier in this chapic , nninted out that there 

of a Member Bank’s forms of 

is a conllict ^ \pey can easily and quickly 

asset are very liquid the , ) 

be turned into money-but ‘ The nearer 

Others arc less liquid income it will 

to money that near-money i. , . 

"i- naine given to tlie 

:a.LS.midint.l.-™=*-<’“'‘"''’'^ 

of near-moitey. ^ne, there are 

T ®n 1 tlnrcan be made about the svhole of 
two I 'Jill be remembered that banks make 

:eir living on, of the ^ h d ,he rate of 

interest they mn on tl c ‘I'C . ) ^ 

reason why there ts a <1,0^10 « „„ .(le 

(llicir dc|io5Us) ate money (< . m ^icir assets consist 
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only partly ol "’“'“ij'' .P, count as money at all- 
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the risk. E\-ery part of the Money Mai ket partakes in greater 
or less degree of tire same character. They all borrow a bit 
shorter tlian they lend ; their liabilities will all be found to 
be, on tlie average, a little bit nearer money than their assets. 
They all make their livings by bearing a certain specialized 
risk and in I'etui-n enjoying the difference in rate of interest 
between two grades of near-money. By this means they 
together provide, as we shall see, a smooth progression of 
different grades of near-money from legal tender currency 
at one end to much less liquid investments at the other. 

The second preliminary remark is that at several stages 
there will be found a distinction between brokers and deale^is. 
A broker is a man (or a firm) who does not himself buv and 
hold any of the things he handles. For e.xample, a ‘ money- 
broker ’ is a man who puts those banks ^vho have some money 
to lend out on day-to-day loans in touch with the firms in the 
Money Market who need to borrow money ‘overnight’ (that 
IS, for one day). The money broker himself neither lends nor 
borrows ; he is purely an intermediary who is remunerated 
y a very .small commission. Similarly, a discount-broker 
neither buys nor sells ‘discounts’ (Bills of Exchange, so 
called because they bear no rate of interest but are boimht 
and sold at a discount-see the footnote on page 07) 
puts those who have bills to sell in touch with Lse ivho 
have bills to buy. Or again a stockbroker does not himself 
buy or sell stocks and shares ; he puts his customers in ton 
with those who do. Corresponding to these three sorts of 
brokers, there are three sets of institutions which do lend and 
boirow, buy or sell. Unfortunately, there is no simple 
common description that applies to all three. A manTho 
buys and sells stocks and shares is called a stock-iobbSr A 
firm that buys and sells Bills of Exchange is a discount Suse 
(If It IS not known whether a firm is purely a discoiini hmE 
or whether it holds any bills for its oL account tbp ^ 
will be a.sked ‘ Do they run their own book ?’)’ 

smrY ^ ^ Money Market 

tar mg from money itself and gradually moving L theS 

liquid forms of near-money. The first grade of money is 
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cheques, directly or indirectly, are deposited at the Bank oi 
England, and presented at the clearing to the Aleniber 
Banks. In other words tlie payment of taxes reduces those 
bankers deposits ’ at the Bank of England which, as tve 
have seen, are the cash reser\-es of the Member Banks. The 
Member Banks find their cash ratio falling, and they all start 
calling in their short loans to redress the position. Thus the 
payment of taxes, taken by itself, leads to ‘ tight money ’ in 
the Money Market Usually, however, the payment of 
taxes IS not taken by itself. The Government does not usually 
use the money it receit es from taxpayers just to build up its 
balance at the Bank of England, it uses it to pay off some of 
Its debt. And just as a payment to the Government reduces 
he Member Banks’ reserves, so a payment by the Government 
(such as the paying off of debt) increases the Member Banks’ 
reserves. The Treasury and the Bank of England are very 
skilled in keeping the two processes in step with each other 
so that the supply of money on offer on day-to-day terms 
does not, over the short period, fluctuate very greatly. That 
IS, It does not fluctuate very greatly unless the Bank of England 

wants It to become tighter or easier. ’IVe shall see in a minute 
what happens then. 

First, however, we must go back to the day-to-day loans 
themselves. The banks are the people who lend money on 
hese terms. But who are the people who borrow ? Much 
die most important category is the discount houses. They 
borrow money at day-to-day from the banks in order thal 
ley can buy Bills of Exchange with it. They borrow fat 
the time these words are written) at i per cent, Jnd the rate of 

Ur can be bought and sold if 

™ 1 G to f, per cent. There is, therefore, a profit of i to i 

per cent to be made by buying Bills of Exchange on bolrowed 

a satisfactory profit Normallv it^t 

for a discount Eouse .ot”tand 1“ 

to 30 times its owm capital resources. ^ 
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We hive already met the Bill of Exchange. Originally, 

I, lie cnarelToJ of commercial transaclons. A cotton 

merchant in Texas, for example, having put his cotton on 

board will ‘ draw a bill ’ on the Liverpool merchant who 

is iu dta*t, the cotton. The bill is. in effect, a demand o 

ri verpool merchant that he shall pay a stated snm go 

i vs f te ”i"h. -that is. three months after he recerves he 

W O chiving the bill he uill svrite h.s name on the 
bill Un i3 nosv ready 

mteTw'Tthc markcL But the Money Market cannot 
be expected to know the name of every merch.int w o mig 
b nlrting goods, and to assess whether he .s good for has 
a I I vn iliv tha-cforc, the merchant agrees with one of 

dii London bahs or one of the big firms «f 

to - accent • the bill for hint, and the presence on tlye bdl d 

the nami- of a bank or of an ‘ acceptance house '““'*“*'1 
1 dtp hill 1 ‘ orime ’ bill, wliich is readily saleable on the 
t" (S neth ™ more rill be said In chapter vii abont 
r w.iy Hhh ihls of Exchange facilitate Imports and 

“’’Tim forcooing paragraph has been written in the present 

‘y “• ’:-:r„f .T-:: t mi“ i disconnt 

“ T uci c Tatcr pat. of the turnover is in Treasury 

Si A T « Bill is slnlply a promise by the Governmen 
i pyStatccl sL, three mouths after t o 

its own borrowing, ot tnc „ ,t,ivv Treasury 

i„ ,l,c discount tnarket. In the ""^7 “ r “c Bdls Bnt 

Bills were much smaller n, anrornr. '-S^tameSrore 

in tlic twentieth century, as dalle lam 

and more by oilier means, the Go'crnmeid m 
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par, of die total “'PI'ly every 
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Friday how many bills they propose to 

Ipillion-and those discount houses who are pnvilc.cd 
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take part ui the teiuier then make their ol'lers of puirhase, 
so-and-so many millions at such-and-sucii a price. The price 
is quoted as a rate of discount per annum and, at the time of 
writing, the average discount in recent weeks has been a 
fraction o\ er ^ per cent. Some Treasury Bills m e also issued 
outside the tender to favoured customers of the Bank of 
England, such as the Central Banks of other countries which 
have funds in London. 

In the ordinary course a discount house leads an unruflled 
-^ome may even think a dull-e.xistence. It can always 
get Its day4o-day loans, and it uses the mone\’ to hold 
Treasury Bills, getting its share of the weekly tender, and 
se hng off (at a small profit) those it docs not want to keep 
for Its own book > to the banks (who do not tender) or to 
other customers. But now let us suppose that, for some 
reason, the Bank of England wislics to reduce the \-olume of 

ZTl 'I by the deposits of the 

lember Banks. It takes steps to reduce the size of bankers’ 
deposits at the Bank-perhaps by failing to ofi'set an incoming 
flow of tax payments. The banks’ cash ratio falls and they 
call their day-to-day loans to put their position right. But 

pay one bank by borroiving from another. They have to eet 
rnoney from somewhere other than the Member Banks and 
there is only one such place, the Bank of England itself. The 
Bank of England will always make a loan to a recognized 
discount house on the security of its bills, or buy them from 

nterest that it will charge, or the rate of discount at which 
It will buy, will be Bank Rate-this is, in fact what the 
amous Bank Rate is— and Bank Rate is always well above 
the rates of interest in the market. At present for n st 

aic IS 2 per cent. If the market were ‘ forced into tlJ 
ank at present, the discount houses w'ould be losin^f at the 
rate of if per cent on their bills instead of " e 

of 8 per cent. This would have two results. First,^it\vould 
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make the discount houses anxious to get out of debt as quickly 
as possible ; tliere would therefore be an all-round drawing 
in of horns and a general contraction of the scale of business. 
Second, though the discount houses could do nothing about 
the bills they had already bought, except continue to hold 
them at a loss, they would not tender for, or buy, any new 
ones except at a rate that showed a profit—that is, above 
Bank Rate — so long as they were in danger of having recourse 
to the Bank of England. The discount market therefore 
serves as a very delicate and quick-acting mechanism by 
which the Bank of England can exert its influence over the 
volume of credit and the rates of interest that prevail in the 
market. As we shall see later, these are very important 
powers. 

The Treasury Bill is the fourth stage in the progression 
from money to near-money, the first three being currency 
itself, bank deposits and day-to-day loans. Before we move 
on to the fifth stage, we may just briefly mention one that 
may be called Stage qa. This is the Treasury Deposit Receipt 
which figures in the banks’ balance-sheets. This is a war-time 
invention. When the banks buy Treasury Bills, or lend 
money to discount houses who buy Treasury Bills, they are 
in effect lending money at three months’ notice to the Govern- 
ment— but doing so in a way that enables them to get out 
of it at a day’s notice if they wish. The Treasury Deposit 
Receipt is a more direct form of the same thing. The banks 
lend stated amounts direct to the Treasury at six months’ 
notice, at a rate close to that prevailing on Treasury Bills. 
There is an arrangement by which if a bank is short of cash 
within the six months it can sell its Treasury Deposit Receipt 
to the Bank of England, but it is understood that this will 
not be done unlc.ss it is necessary. There is no market in 
Treasury Deposit Receipts, wliich are therefore of no further 
interest to this book. 

The fifth stage of near-money is the Short Bond. To 
explain what this is, it is necessary to make a short digression 
into the National Del)t. Tlie indebtedness of the British 
Government consists, at any time, of a number of diflercnl 
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sorts of obligations. At one end are the Treasury Bills wliich 
fall due for payment every three months, and the Treasury 
Deposit Receipts which fall due every six months. (Tlie 
lenders are alwa\ .s ready to renew, luit if they were not, the 
Treasury would luu’e to pay up.) These two, together with 
\\ays and Means Adsances to the Treasury from the Bank 
of England, make up the so-called “ floatimr dcl)t.” At the 
other end of the scale arc Gonsrds, winch need never mature 
for repayment at all. And in between are obligations of all 
dilTerent lengtlis of maturity. .Many of these stocks have 
optional dates. For e.xamplc, there is at present £ 8 o-j 
millions of 2i per cent National War Bonds outstanding, 
which the Go\-ernment may redeem at anv time on or after 
I March 1952 or on or belirre i March 1954, and which are 
therefore generally known as the ‘ 2^s 52,54.’ Sometimes 
the terms on which the issue was made state that it will not 
be paid off before a stipulated date, but that it need not be 
paid off then if the Government does not wish so. There 
is thus a great variety of different ‘ lifes.’ There are always 
some bonds maturing in the near future, either because 
they were a short issue in the first place (such as the ^^327 
million of i| per cent Exchequer Bonds, which were first 
issued on 7 November 1944 and which mature on 15 February 
1950) or because an issue which was originally of longer life 
is approaching its maturity date. Those that mature within 
five years are known as Short Bonds. Medium Bonds run 

from five to about twenty years, and all above that are Long 
Bonds. ^ 


There is no doubt at all anywhere in the market that 
every bond of the British Government will be paid in full 
on Its maturity date. This is not merely because the British 
Government’s record of financial honesty is second to none 
It IS also because the Government’s obligation is to pay in 

All these bonds fferefore will be money some day— with the 
exception, that is, of the perpetual stocks such as Consols 
and even there the interest will certainly be paid at the due 
egular intervals.. But there is a difference between money 
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interest on for twenty-five years at 4 per cent).’ 

Finally, if the stock were perpetual, without a maturity date, 
it would stand at 120 to yield 2 per cent and at 75 to yield 
4 per cent. Tims the eiTect of a change in the apiiropriate 
rate of interest from 2-1 per cent to 4 per cent is to cause a 
fall of 45 points in the case of a perpetual stock, of 20 points 
in the case of a twenty-five year stock and of only 3 points 
in the case of a tivo-)'ear stock. 

Thus although there is no shadow of doubt about th.e 
eventual payment of the stock on maturity, a long-dated 
British Government stock can be a risky investment except 
tor a holder who can be quite sure tliat he will never want 
to sell it, or borrow on the security of it, before it matures- 
and there can be few of those. This element of risk is re- 
warded by a higher Geld-that is, by a higher yield to 
maturity, taking into account both the interest and the 
capital loss or profit. At any time (unless markets are quite 
abnormal) there is a steady progression of yield from the 
shortest to the longest bonds. Thus once again we meet the 
conflict between liquidity and income. All British Govern- 
ment stocks are liquid in the sense that they can be sold at 
some price. But only the shorts are immune to the risk of 
more than a trifling loss if they have to be sold. Only they 
are hquid-without-loss, and accordingly they carry a lower 
rate of interest. The mediums, the longs and the perpetuals 
are hquid-at-a-price, and they therefore usually yield more. 

must however return to the fifth grade of near-money, 
the Short Bond. In recent years the discount houses have 
extended their operations into short bonds, with a life up to 
five years, which they buy on money borrowed from the banks 
m exactly the same way as they hold Treasury Bills They 
MUd also borrow from the Bank of England on their shor 
tad holdings, if they had to. There are nevertheless some 
diffgences. The risk of a fall in the market price, th^h 
mall, IS considerably larger than it is with Treasury Bills, 

these factors would make the calculations difficult to follow " 
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riie discount houses do not therefore build such a high in- 
verted p\’ramid of holdings on the slender basis of their own 
capital as they do with bills. ^Vhereas, of a typical discount 
house’s holding of bills, fyj out of every £100 will be held 
on borro^vcd money, with bonds the figure will be nearer 
£go out of every £100. And for the same reason that the 
market price fluctuates further and more often than it does 
with Treasury Bills, there are more opportunities for making 
profits out of buying and selling short bonds than is the case 
with Treasury Bills. ‘ 

The sixth grade of near-money is Medium Bonds. Here, 
indeed, we are almost out of the range of near-money and 
into that of general investments, with which this book is not 
concerned. The only reason for including the Medium Bonds 
at all is that the banks buy them. The ‘ Investments ’ that 
form so large a part of the Member Banks’ balance-sheets 
consist entirely of British Government securities. In former 
years it used to be considered that ten years was the maxi- 
mum length of life that a bond could have to make it 
suitable for a bank to hold, but in recent years it is 
believed that the limit has gradually extended itself to 
rwenty years, and the banks may even have some still longer 
holdings. 

‘ The banks ’ here means the Member Banks. The Bank 
of England also has very large holdings of British Government 
securities. Those that are held in its Banking Department 
are probably of much the same character as the Member 
Banks’ holdings. But its largest holdings are in the Issue 
Department, where they provide the backing for the note 
issue. The Issue Dcpai tmcnt is run for the account of the 
Treasury, and this large holding provides a means whereby 


' It is also worth meniioninu; that discount houses can nll'ord to buy short 
bonds at 11 iiiglirr premium over their redemption price than other investors. 
A discount house pays income tax on its capital proBts, and can therefore clatra 
tax on its capital losses. This means that the net cost of writing olT the premiums 
is less for a discount house than for an ordinary holder. I'or this reason, large 
proportions of stocks that are nearing their maturity get into the hands of the 
Money Market, which can afl'ord to offer prices for them tliat tempt otliei 
holders to tell. 
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the Treasury can interxene in the market. The Treasury 
has other funds at its disposal. For example, the Unemploy- 
ment and Health Insurance Funds have large balances to 
invest So have a variety of otlier funds and bodies which 
are eitlier under the Treasury’s control or habitually accept 
Its adxace. With these funds the Treasury can exert a con- 
siderable degree of influence over the course of prices in the 
market. When a stock is about to mature these Treasury 
funds will often buy up such amounts of it as the Money 
Market does not hold, with the object of reducing the amounts 
of cash that the Treasury has to pay out, except to itself 
Ur again, when the Treasury is contemplating making an 
issue. It can concentrate the buying force of its funds on the 
section of the market that is concerned, with the object of 
making the new issue compare favourably with the nearest 
comparable stocks and so find ready takers. These powers 
of intervention could be abused ; there have been times 
when the Chancellor of the Exchequer has been accused 
improper y rigging the market.’ But in general they are 
an essential part of the system whereby the need of the 
reasup^^ to borrow and to manage the National Debt the 
need of investors to put their money out at profit and— 
what interests us most in this book-the need of the banking 
system for different grades of ‘ near-money,’ can all be 
narmoniously brought together. 


^ 4 . 


Vhen Parliament, for the purposes of legislation, found 
It necessary to define a bank it could do no better than 
define it as any firm or institution doing a bona fide banking 
business. At the end of this chapter we cannot do very much 
better. We have described a bank and differentiated the 
various_categones_ of banks, but we have hardly ZviZ 
sufficient definition. Perhaps the closest approach would 
be to say that a banker is a dealer in deht.-Tl . 

other people’s. The mere exchange of indebtedness'^woMd 
have no purpose unless there were some vital differtn!e 
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between the varieties of debt. Banking realizes its purpose 
—and at the same time achieves a very great social impor- 
tance — through the fact that a banker’s debts are generally 
acceptable to the public in discharge of obligations and 
hence become money. Tlie banker’s business is, then, to 
take the debts of other people, to offer his own in exchange, 
and thereby to ‘create’ money. He may be a dealer in 
debts, but indebtedness is only the obverse of wealth, and 
it would be equally permissible to describe the banker as 
a liquefier of wealth. 

The whole system necessarily depends upon the public’s 
confidence in tlie banker’s willingness and ability to meet 
his obligations. It is in the truest sense a credit system. In 
Great Britain, where very few members of the general public 
can remember banking trouble, that may sound like a 
peculiarly platitudinous observation. But other countries, 
notably the United States, have had tire most startling 
demonstrations in recent years of what happens to a banking 
system when the public’s confidence is shaken. This depend- 
ence on confidence often makes the banker act in a para- 
doxical manner. When times are good and credit is plentiful, 
he is perfectly ready to assist in making it still more plentiful. 
But wlien times arc bad and the breath of fear has already 
chilled the markets, the banker must be cautious, conserva- 
tive and severe. His business lias been aptly compared to 
tliat of a man who stands ready to lend umbrellas when it 
is fine and demands them back when it starts to rain. 

Bankers and the banking system have been subject in 
recent years to a very considerable volume of criticism. 
Some of these criticisms arc the inevitable Iruit of the way 
in which the banker is compelled to behave by his dependence 
upon public confidence (whicli is not abvays the same thing 
as public praise). But tlierc are other criticisms more well- 
founded than this, and tlic prc.sent chapter may profitably 
be brought to a conc lusion by a brief mention of tw'o of the 
more important of tlicse criticisms of tlie banking system as 
it exists to-day. 

It is frcciucnlly urged against the British banking system 
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that it oTcw up to serve commerce, especially foreign com- 
merce. i\mvadavs, it is complained, commerce is far less 
important as a demander of credit than domestic indusli y. 
But the English banks ha\'e no knowledge of, or sympathy 
with, the needs of industry. Wlien they make a loan they 
insist upon its repayment in a period too short to be of any 
use to an industrial firm. They will accept goods moving 
in tiade as security, but not goods in course of inanufictuie. 
And finall) tlie industrialist dues not find it easy to get 
access to the discount market, around which the Lonefon 

Money Market is built up, and where money can be borrowed 
very cheaply. 

^ Some of these criticisms are badly exaggerated, and the 
British banks do considerably more fir British industry than 
IS sometimes charged. But there is a residuum of truth in 
the complaint. British banks ha\-e in the past been much 
kss directly helpful to industry than the banks of either 
Germany or the Unites States. In Germany the connection 
between banks and industry ivas very close and diiect. 
Banks would frequently take over virtually the whole financ- 
ing of a firm, supplying whatever capital it required and 
nominating representatives to sit on the board of directors 
In the United States the same result was achieved in a 
slightly less direct way. The large banks, through their 
subsidiary companies, assisted industrial firms to make public 

nSc 

LnH.o directed the whole proceeding, making 

andsome profits in the process and retaining a substantial 
influence on the direction of the industrial companies con- 

British bankers have always held deliberately aloof from 
ese practices and the experience of the German and 
American banks m more recent years might seem to 
confirm the wisdom of British abstention. Loans to industrial 
concerns suffer from the grave disadvantage that they are 
not liquid. Once granted, they frequently^cannot be lith 
drawn except after a period of years. In this rle 1 1 v 
are no worse than many of the loans granted by British banks 
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But there is some difference between having a variety of 
small loans in different degrees illiquid, and being closely 
associated, in the full light of inevitable publicity, with one 
or two large concerns that are known to be doing badly. 
U’hen indu.urial banking takes the American form of buying 
the securities of industrial companies rather than making 
loans to them, this difficulty is overcome, for the securities 
can be sold, sooner or later, on the Stock Exchange. But 
there is the further difficulty that industrial securities are 
subject to very large variations in price, and the bank may 
achic\ e liquidity only at the cost of losing irrevocably a large 
proportion of its original investment. 

The advocacy of industrial banking comes in the mam 
from those who are impressed with the importance to the 
community as a whole of securing ample supplies of capital 
for industry. But the banker has no exclusive responsibility 
to industry. His first duty must always be to preserve the 
confidence of his depositors rather than to take upon himself 
the duty, which properly belongs to the State, of ensuring 
the smooth working of the national economy. A banking 
system that is beset by panic and besieged by clamant 
depositors is of no assistance but a positive hindiance to the 
smooth working of the economic system, whether it professes 
to follow the principles of industrial banking or not. 

The purpose of this book is to explain rather than to 
criticize, and there is no necessity to pronounce a compre- 
hensive judgment on the vexed issue of industrial versus 
deposit banking. It may be suggested, however, that, as 
with many similar controversies, the truth lies between the 
two extremes. There was need in Great Biitain in the 
past for some mechanism for ensuring an even flow of capital 
into industry, and it was right to ask the banks to play their 
part in creating that mechanism without venturing so 
hazardously far into the morass as tJie United States and 
German banks have done in the past. This was done m 
1945 by the creation of two finance corporations, the Finance 
Corporation for Industry and the Industrial and Corn- 
mercial Finance Corporation, both of which arc, in sub- 
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stance, fin,lnced bv tl,e banks and use tbeic funds in ntakin 
advances to Bmish industry and connnccc in ssass tint 
are not appropriate to a bank. But if a cla,;, e „ ust be 
ntade betsseer, tire dillerent func.iuns of a bank, tbe most 
unpoitant ,s that it shouki provide a stable and convenient 
means of making payiiicnls. There arc other ivavs of pro- 
nding industry svitfi capital ; but the modern svoild knoivs 

banr^pcl™"' "" ‘I" 

A second line of criticism nliicli is iiureasingh belli,- 
sraemTsT 1 '.I”''*"' ”S‘™iaatior, of the' bankiing 

poive”’ si „u d n'l^fr'l T- 

powers should not be left in private ownership. T],ere are 
eally two branches of this argument. The fiist is that since 

bankers should not be 

onhdence that gives the banker’s debts the quality of 

frahrfil tTc "dT '■’T the 

bTc»I; u'ts'rra 

rither of these argLents. “BrVis pYriidSL^rsuTclt 

t erSsftT;e”fs.r‘‘“?,°' 

Bankers cannot cmLeym™"’"'" i'” 

without cost Their h ‘ ^y> either without limit or 

*ts of arexchant of r“'’ “' a’ 
people's indebtedness and'thT” against other 

fate of interest wS ft™ ^ f™.™ «■' 

than they receive from the'^H^i?" ^ indebtedness 
preferabfc to“ a baTkerW 

of anybody els, since rnank^rd'etts" 

corJilann ftt^TVcrrate'cnn'l''’ "T ‘l '’"'st'-ntat 

to the cr’efttor 
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that have not. But to tay that the banker can le^timately 
make some profit is not to say that he can leKidmatciy make 
any profit he likes. The banks are properly regarded as a 
public utility and the State has a legitimate interest in seeinf 
that the charges they make are not too high. 

The second argument for public control of the banks 
can be regarded in much the same light as the argument f«jr 
State control of the Central Bank (see page 64). That the 
State must retain some measure of control of an industry so 
intimately affected with the public interest as banking is 
stands to reason. But the precise degree of control which 
should be exerted, and the question whether it should go 
as far as public ownership, are matters of taste rather than 
of principle. There is certainly no divinely appointed law 
that would keep banks as private institutions for eser, and 
their nationalization, if carefully thought out and temperately 
advocated, would do little harm. But, unless the nationaliza- 
tion of the banks made them safer or cheaper (neither of 
which results would follow automatically), it would do little 
good. The whole question is one of very little interest to 
the economist or to anyone who seeks to understand the 
fundamental workings, as opposed to the surface colouring, 
of the monetary system. It can safely be left to the political 
dogmatists. 
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the value of money 

THE PRICE LEVEL 


the esscmial characteristic of money, which sets it apart 
I from all other substances, is that it is not desired fo, 
tsel . It IS, in the fullest sense, a medium or means or 
mechan'sm of exchange. Nobody, with the pathological 
exception of the miser, desires to aequire money except for 
he purpose of some day paying it awav again in murn 
for goods and services of real value. Money in itself mav 
e quite valueless ; a ^5 note, regarded as a piece of crinkly 

This major prineiple of money, which has been insisted 
on to the point of tedium, has an equally platitudinous- 
nd equally important— corollary The oricp nf sa 
.s the ratio a. which it exclan-ges for'mon'^^' tr *;- f 

o s-Lwt™!” to 

mecLnism fe!c 

ratio at which coarwiV^'ran^ t fU m 

dUrr “ t 

the value "ms m ■ ' " n “'“"S 

thing as value the same 

stamps, a day’s labour, the rem of L ’ 

else-were to double. Prices would^r'"' everything 

question. But values would not Eve" h 

though double in amount would n ^ ’"eome, 

( 642 ) would purchase exactly what it 
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IS put. The only practiraJ wav to qct over tliis rliTr uIia 
IS arbitrarily to establish certain standard values of nionev 
Usually three standards are distinouished. 'Dw first is the 
value_ofmon;Q:in b_i^w those coninmditics wla.sc piTcs 
ajre quoted and recorded on public markets. There is of 
course, no particular virtue in these rominodities tIicv 
aie usually chosen merclv because their prices are so rcadilv 
available And precisclv because thev are recorded this 
IS the value of money which is most frerpientlv referred to 
and when the phrase ,s emploved without qualification it’ 
can generally be taken to refer to this. It so happens that 
most of the commodities that are so quoted are raw materials 

larle F quantities dealt in are 

IvSsale"!':;””'’ 

is "''''I' « usually dislinguislieci 

^ -viL .,,a, 

d»culdes. ’'The 

he average fam.ly does buy „i,h its Lome vvliich mav 

.ofind ou,„ , :r;Lc“re tI “P’ 

for bread as there is faLL it v " 'f f P"« 
and sometimes from shop to shop. In meTthTref 
greater varieties. As for the rent of ho. f “ 
item in most families’ expenditure) it^ ™Purtant 
say that there is no uniformity at all ’i V ""^c^^ate to 

therefore a larrre nZh 7 ‘ commodity, 

looted before an average'L°stru"k' L'’'""”"’,””' 
be oaied the retail value of money, or .'L"™ ofl'i^. 

hiring inbour, XcrclTe'Te.rrnd'ejt'' “ 

wages payable for a day's work. But hL aTai^ LLLt 

conirol than in normal klkmTukit 1^1^17’ readitioitt of riaid price 

c.ndin.„ ,ai re,™'; „ dk “ef 'S'S ‘“"X 

liie rust Lcliuon may stand. 
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did before. A .on f “font,' fare 

number of loaves of rea ^ p money itself, 

rvould IVrW^^ of goods 

anV s'ertsrd general, and Ura. value would have been 

""This coneeptlon of.be value of mo^ is one of ^e most 

important in "“"'“'V . ,1,0 value of 
elusive. I. IS u simple additional step 

money IS it y lower is the value 

to realize ‘f '!,,e'e\h™simplic^ stops. For the 

of money. But that , . , ? > It is tempting to 

obvious next ciuemon. „,i„k 

answer all puces. ^ to 

about the value of is affected by the 

tell him that the value of_ Y • •^j.^tol^ene that can 

amount f interested only in the 
be bought for £i • ^ j that he 

amount that can be bougl t 

actually docs buy, or mig articles alone, 

But even if the inquiry be _ lotion. The ordinary 

there is still room for alrnos m ‘ . 

Germandn^he-streetisinteres ed n ^ ^Y^^ 

the ordinary ^f margarine ; Mrs. 

is affected by changes m i P ^^^t. 

Jones, who lives next door and 

In short, there are no two p P Moreover, we 

same value when they set ^f money by 

cannot confine Joman. Everybody is 

the ordinary man |is__cvliich for most people means 

also interested m what he el t element m the 

labour; wages are an p„„„ what bis 

;rc;lr:^Jb*rof cotton or bushels of wbeat or 

•””\ttpbr.ase;.bevalueofmo.,oy.^^^^^^^ 
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v-^lue of money. The three varieties here distinguished are 
those most usunlly met with. But 

'-“'r -r hir«imt™yrspLi 

■o" r vai:r;?:rey^.o ratmets. which ^ 

rather specioal lists of things that farmers in that country 

’’“''l^/eeartdeanilion of the value_fifjaoney must, then, 

“le value of money is the value of money to a person who 
happens to be concerned only with those 

“'i Trf monV'is^i's happens to buy 

I^'acdv^^tCrthnV which it has b.en established by .n,urry 

T:X"v;J:^-^.££hx~ 

......... i. — i-w- 

variation, some degree of defin- 

On these arbitrary assumptions we in a^ 

inir the value of money-or, more accurately, 

^ yyf TTynnev But the difficulties are not over >et. 
values ot money, n i .-mnnpv we must 

Having defined the wholesale valu Y* 

hs it What is the wholesale value of Ana me 

measure it. V\ hat Icnothy and unwieldy 

liit'iruS!: -“bfa ^ f ^]f sr 

its varieties, would be a very leng by ask, 
is not the absolute value of less than it 

relatively to other periods. „o? What 

was last month, or last year or ten yeais ago r __ 
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needs to be measured is not so much tlie value of mone> 
Itself as changes m the \'alue of money. 

. Th^s_can be done by tlic statistical device kno^vn as an 
mdex number. The calcuLui.ui and intcrprctaiion of index 
nunrbers are an intricate science in tlicmsrhes. But we 
are fortunatelv concerned only with its broadest outlines 

Hholesa le value of money. This is determined bv the prices 
the ti p the definition ; 

value 0 m 

va ue of money, and vice versa. Consequcntlv we need to 
calculate an index number of wholesale prices The first 

do.'but itTs netssary to liai' 
a datum-hne to which he can refer altitudes A ho i 

t ::: -'ifir 

statistical data available for that ykar tliaTf 

The year 1929 is also frequently taken as a base 7 " V '"’ 

It was the eve of the Great Deoressinn ^ ^ 

‘''irbasTytl'™''! tab"" 

list the prices of atthtc ^^£_?ext step is to 

and listed all the prices in thatiar^'i' 

calculate an index number for 1007 i 

of the 1937 prices of the same commodii 

have them in the same form we express th. u 

ages of the 1913 price Thus if ^ percent- 

and 30s. a ton ^193;, i^uS Pie i ^ ^ 9'3 

and the ,937 price d«,„ as coo. For ^iite X "" ““ 1 °" 

or some other commodity 
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prices n.-ht be !00 in 1913 60 in 1937- The final 

1 nccb _r „ii ,n.o-i nnres. and 


rnocs „f .,,1 ,l,e .937 pnees, and 

■ I Of -ill ihe qualifications and complications, 

index nunil)c.>. Oi all t.ic q method outlined 

UCS in .in- li« P conidembly less 

cult> can be ,Ktine is to include in the index 

The siniplcbt oim r more important commodities, 

three or four vandics of the more imp Canadian, 

Thus a ''■''‘^^^■^^''^l'’■'"E'’Fno■lish "wheat. Since all four 
Austmlian, Argentine and ^ 'o the net effect 

would tend to more fiai y t ^ T ^ Pme four 

a be ana a U- re^ua, change 

or so„.e .css "’'p™'-' — ta^iety 

cU'ert could be nlinincd jy ta in index ; tills more 

and including it our tunes " « - 

direct method is the one iisualls adopte „ -j| -| ; rf,, 

index n.n.,bjir^.eightnig IS e»cntia nom- 

S^arbitniry time may 

juta; Moreover lyeiglas “ jj- „f „„ cotton is 

be incorrect at other times. _ — P _ total whole- 

a^mlilc&;a% less important constituent of the total w 

' Thrrc Is more than one way jX by the number of items, 

ariilmrelu al, way .s to -'■> 7, .mmbe^^^ b to mnltiply them to- 

'the ireomririral ni'-lhoj of 8 ,.u,.r, to mnltiply t*i<'''” together and 

and tale the cube root, <?' m 'bJaUverIge of the two 


‘ her and tale the cube root, ff, ™U a^ 
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sale value of in England tl.an it was when cotton ^^•a< 

tlie country s largest inrinstrv, and some of the older wliolc- 
sale price index numbers arc somewhat clistoitcd nowadays 
because they gn e cotton such prominence. 


p Rl C !•■ F I. U c T U A T 1 O N S 

thiK^^ " ''R indc'; number it ic 

thus possible to measure changes in tlic cailue of monet'-or 

more accuratelv, change, in a number of dillerent aspects of 
he vahie of money, each particular aspect beim^ rdev int 
to a diffeient purpose. But to describe a statistical mdimnue 
;s not quite the same thing as pnn ing that there is any iX 
m the concept of a ‘ value of money.’ After all it would be 

but H r else relatixelv to knitting needles 

or inSriS' ‘''ff 

goMg ^ ^ 

::ssjEi?br=’sS: 

-ve togetlr to arls:in?hi“^ 

Pnee is subject to its own influeLes Tl ^ P^' t^cular 

for instance, is affected by the quality of 
crop, but no other price is subiect m J ^ 

niay be that for some r d- - 'tifluence. it 

influences JZoZZTr ‘I '’™ P-*™'- 

flnences that act on all prices. TUrTwhl 'ft 

P"- -ing downrraMs a. tiXl^rX i^' 
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of nrircs are moving upwards, and vice versa. But these arc 
exceptions, and the majority of prices move so closely m 
unison that it is possible, without any distortion oflanguage, 
to speak of periods of rising or falling prices. Moreover, 
there is a strong tendency for any price that, in one perio , 
stravs aivay from the average to return to it m the next, 
This is obviouslv not so when some new discovery or invention 
has permanently cheapened a commodity, or when the 
exhaustion of the main source of supply causes it to be last- 
indy dearer. But these again are exceptions, and large sums 
of money hac e been made by observing which prices were 
driftin<T awav from the average of similar commodities an 
bv speculating on the commodity markets on the assumption 
thaMhev would shortly return. Behaviour of this sort can 
be explained only on tlie presumption that there is some force 
that acts on all prices and can be held in abeyance on y y 
very marked indi^■idual characteristics of 
moLies. It is this force that creates the average evel of prices. 

It is this force that governs and creates the value of 
Eve, -y price is a rafio be, wee., a pa..ic,.lar »»- ■ >;;; 
service on the one hand and money on the other. _ , , 

tbere is so.ae infl..e..ce common to all prices 
them to no up and down tos'ether, and we wisl. to d score 
lltai i It i^. obvrous that we n.ust look for .t m the one 
element that is common to all prices name y money . se ^ 
This puts a new aspect on the nature of mo. ey s 
purpose, as we have seen, is to serve merely as an rate 

exerts an influence of its own on all pnecs. 
yardstick started monkeying with .be '"S '' • 
ailure of money to be merely ..eutra “ 

Paving a part of its own to play^the ^ Ipeal 

value of .nouey is something real and not an a, .Ur. 
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accident— that creates almost all the difficulties and 

problems of monetary economics with which this book is 
concerned. 

But though the majority of prices tend to move in the 
same direction at the same time, it must not be thought that 
they all move to the same extent. On the contrary there are 
very great variations m the volatility of diOerent prices and 
we can draw up a regular order of volatility. The prices tint 
move „,o.. rapidly arc those of certai.. rat/toateriab to, ai 
traded on speculative markets. Rul.ber-until it came under 
complete government control early in the war of ipsQ-ia- 
was one of these. The supply of rubber is very Iiard^to alter 

years after" a since it takes five 

years after a rubber-tree is planted before it bears. On tlie 

other hand the demand for rubber is subject to violent 

changes. As a result, the price of rubber moved rapidly up 

and dowm ; there was rarely a year in which the price of 

Rubber IS the star performer, but there are many others’ 
almost as volatile. The various schemes that were drawrl up 
the years between the wars to control the supply of certain 
raw materials, such as rubber itself, tin, sugar LI etc had 
on y hmited and sporadic success in rimovinLflL L’t’ions 
and the prices of mining and agricultural product^ 

manufactured prices arc m t ii I ■ , so many 

marnfacurer or by ‘’o' “ 

thereisnocontrol,manyofthecoststot°ente*“', T" 

of manufacture are comparativerfiiM jto? f 

toes of falling prices, Lered very ft f m 

they sold their goods they wonlrl I L ^ 

a loss. They J, geniraUyttftt : ;setotor "'tf 
can control their prices tn fi v th. [ , or, if they 

though it may also restrict the sde-a that avoids loss 
to the farmer T?.,„ , . ^ choicc that is not open 


to the farmer For vcr7 ‘^tioice that is no 

very much the same reasons retail 
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,hvavs move less siolcntly, whether up or down, than the 

ivho'csile prices of the same commodities. _ 

isle even slower to move, at leas, m cotmtr.es hke 
Ore 't Sr tain svhere there Is a strong Trade Unjon mov • 
lent I, ts an extremely dlfficnU and unpleasant business to 
g , waves down, and precisely for this reason employers are 
dow to moee ,S any increase when prices are moving up. 
But in spite of these 

denev to fall w henever there is a long period of fall n g p . 
mid a stronver tendency to rise with other prices. But tl ey 
move onlv -her some delay, and in much smaller proportion 
than the majority of other prices. Salaries are, on t e w o , 
wen els ciulk to move than wages, and many professional 
CS Se i laler-s six-and-eigh, pence and the doctors 
guineas, vary only when there is quite a cataclysmic chang 

written for iledeemld forty, fifty and 

msurance policies for^exc^^p^,^^^^ 

DebtsTequenlly last as long ; 

a life of anything up to a hundied years, and g P 
the Government’s debts are everlasting. 

It follows from these varying degrees of ^ , 

diflit classes of people will 

tendho be alTccfod “ “ide b, 

as his income is concer . P ^ 

irrrXipise in a period^^ 
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his income on, being mamifactured goods, change mnrli less 
while his rent may vary very little and his payments of interest 
on mortgage or other debt not at all. A firmer vs ill tlieicl'orc 
tend to be hard hit by falling prices and benefited bv risim- 
prices. ' 

The urban wage-earner is in the opposite position. His 
income varies lc,ss than the prices of the things he buys. 
Thus in a period of falling prices, wages might fill by lo per 
cent while the cost of living fell by 25 per cent. Thus 
although the wage-earner will get only £()o where he 

formerly got /;ioo, the ^^90 will buy as much as /120 
100 ^ 

(i-e. — X 90) formerly did. A wage-earner who keeps his 

job (a very vital qualification) tends in this way to gain 
Irom falling prices and to lose by rising prices. 

The person whose income is entirely fixed is affected in 
t e same way, only more so. Such persons include those 
who live on the interest from bonds or on mortcaae interest 
or on pensions or annuities, etc. If the cost of liviim falh 
by a quarter these people, with their unchanged cash income 
can buy a third more than they previously could. In any 
real sense they are 33I per cent better off. Converselv, when 
prices rise people with fixed money incomes lose. This is of 
course important for those with fixed incomes. But it is also 
0 importance for the community at large. At any time a 
arge amount of debt is outstanding. Some of it has been 
contracted to finance the production of remunerative capital 

other things of the sort. The rest of the debts in existence 
merely represent the past extravagances of governments and 
ndtv, duals. I, is possible to draw a dis.inedon be, " „“.e 
two varienes 1 ■ living deb, ’ or ‘ capital > is bort bv he 
remunerative assets it has helped to bring into beinv ' h A 

oSt:,?’ N »“'ot 

falls he I '!• "'■"'■so lovel of prices 

t.0 no. produce any fewer gooj?, Z 
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money since prices have fallen. Thus the physical capital 
of the community can provide the service 

portion of the debt outstanding and the real burden of 

deacUvelght debt is increased. The gam of the man with the 
feed income is his debtor's loss. Too rapid or ^tensive a 
fall of prices iroiild raise to an intolerable degree the 
of ^caLeiolit debt, and lead, at the best, to w.despr ad 
bank,uptci« or, at tlie worst, to social disturbance. This 
more than any other factor, is probably the explanation 
Te L that the general tendency of prices throughout history 
has bee r Ladily upwards (the price of a bushel of wheat 
ts abmit 6d in the reign of " 

rp“ o& rise in prices (i.e. fall in the value of mo ) ha 
the community been able to escape ^ 0 ^ bcm 
usury This should be remembered when the advantag 
of failincT prices to the creditor is under discussion. 

^b::fretnC.s.:i)M^ 

^ ^nipvrst taves and other fixed or semi-fixed charges 

S"’ Mm-e:‘;.r mmrufacture lakes time.^^andl^en p^es 

are fallinfr the manufacturer finds that y lr.nintpd 

m^he cannot sell them foe as much .^he calculated 

when he bought the materia s < after other 

the residual item that takes »ba ever is lef je alt 

charges for land, labour, capital ^ auto- 

met When prices are rising ''Xfmkes to advance as 
matically from any fa'luie of oth^ 
ranidly as the average, an p averaee 

profit-taker loses by his inab l.ty to pass on the 

fall in prices in full to everybody else „age-earners 

Falling prices are therefore *° Jir jobs), to 

and salary-earners (so long as tli y P 
creditors and to all whose incomes are fixed m 
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money. Rising prices, on tlic other hand, are welcome to 
nearly all business men and debtors, and especially to those 
who produce primary materials. If we judyc solely by 
which of these tivo categories is the more descrying, ive 
might well conclude that falling p,iccs are to be preferred 
on the whole, to rising prices. This would certainly seem 
to be true in a rapidly expanding community, when falling 
prices may be the only way in which those whose incomes 
are hxed in money can be gi^•cn some share in the growing 
prosperity of the community. 

Social justice, howeyer, is unfortunately not the only 
cnteiion by which economic phenomena can be judged 

K ‘'T “"'y if h' 

,ZT '“'"'■y that periods of falling prices 

If risina while periods 

g prices are associated with high acticaty and low 

r“n7prk™ri,l, booms 

close 

correlation in tire whole field of economic records. It would 
be tempting to -assume that it is the fluctuations in prices 
that cause the fluctuations in employment. Indeed ^it is 
easy to see that there are some ways in which price move 

™ jnft' “PT"''*"® ""’'""’“ts in production. Thus’ 

soon as prices do touch bottom and start ’ ' ^ ^ 

body hastens to replenish his storb h f 

costly. The first rise in prts Ift at" 

cause a renrarkably large and sudden increase fn f “ 

^uotlrer is drrough the effect o'i^ltaCur^irotr^^^^^^^^ 
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It lias been pointed out that profits, in -eneral, are swollen 
by rising prices and depicted by falling prices. en 
profits are ample, business men will not only be willing to 
expand their production to tlie utmost, they ^vlll be ready 
to give orders for new factories to assist in the expansion, 
and the building or equipping of these factories naturally 
creates additional employment. But when profits are in- 
adequate, few orders for new equipment will be placed a 
the industries that provide buildings and equipment ivill 

languish. . ^ „ 

Thus there are ways in which price movements can 

said to cause fluctuations in employment. But the opposite 
is just as oftet. true. Tire most frequent cause of price 
reductions is lack of business, and price rises 
demand is insistent. This can be seen from > 
different ways in wliicl. depression affects diffeient sons 
of industries. When the general prosperity "f 
munity falls off (for reasons that will emerge later in tl 
book) mid the demand for goods declines, industrial manu- 
facturers sell fewer of their goods, while loivering their puces 
“ Depression comes to industry - * - f"™ 

unemployment rather than in lower prices But an a n 

cultiirb community has little scope for “"'"jP “>'"7!: ° , . 
ihe cron is sown, a limitation of production is hardly fe,tslble , 
aliiw is grown must be sold. Thus the ffirmer has as 

of each other. But fund.amcntally, both are alike the eff 
of whatever it is that starts a depression. 

Until the last decade or so, ' , 11 ^ 

centrate far too heavily on prices and to asui 
a captive influence s.ionger than they ptusess. Pe h.ip 
« are now tending .0 fall into the opposite mistake of 
putting too much emphasis ffuctuauoiis 111 emp y 



trade cvcee 

But prices and cmplnvmcnt are in the mn.^t funda- 

mental sense, svnii)t,.,ns r.itlier than causes. \\ c aie tnuch- 
mg here up„n the main theme ,.f the first part of thi^ honk ■ 
but or the moment we need t-) n„ie ,„dv that pri, cs and 

cmpl.nmcn,, I rai,,,,.a,cr. Th.v ,„c,l,c ou.u.id 

Signs ol tlic ebb and How of deeiicr foices. 


the T R D E C V C I, e 

‘ Fd.b and now ' is a conect dc>, aiption of the movements 
of prices and emph.ymcnt. Thev do not move in l,apl,azard 
fluctuations but in cvcles of quite consideralde reiular.tv 
An upward movement of prices and emplovmciit over 
^veral years is succeeded by a chnvnward nuwement. When 

is ohan.qed, the new direction 

the length of a complete cycle, from peak to peak is strik- 
ingly uniform. It is never less llian fne vears or-e.vcent 
Wien a major war intervenes-more tlian ten, and usuahy 
abou seven or eight years. No one cycle, it is true is 

make it possible for some people to deny tint the 
movemcnls are truly cyclical (i.e. Il.a, they oL c rt , 
rejular rules). But the uciyl.t of tite evidence is 1 eav 
against them. The trade cycle fas it is c,M i 
accepted as a natural phenomenon of the ecoTOm'ic .system ' 
If the movements of prices over a long period of veais 

r? ^ 

There is firs, of all rjlde ctklarha 
fened. with i. average length Level; dlh yt^ Xi 
there are also tendencies of much longer dura°tion^ A t * 
fimes the peak of each successive trade cycle take's A 
of prices to a higher point than it readied A ,l" 1 

whole cycle, the first sort of p'oriod' "a* beTfi'd 
-g prices (Aough Acre arcLe^'cL whe^prULo 
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and the second can be called a _ period of falling prices 
(though it contains years when prices rise). These perio 
last for decades. Tims in tlie nineteenth century tht years 
,8.0 to l8.n tvere a period of falling prtces tn this sens^ 
There followed twenty-five years of a rising tendency, fr 
iSiq to 1874, then twenty-two years of falling prices, from 
iSy'i to 180G, and finally eighteen years of rising prices froin 
i s. 6 to the ™tbreak of war in ipH- These movements are 
shmvn on the accompanying diagram. T'le tliffw™' 
term movements have been distinguished by “'>d« o 
ofstraivht lines to show the average movcmen . The short 
term fluctuations of the trade cycle, it will be noticed, 
contimie whether tlie long-term movement « "P “ ^ 

The movements of employment ‘ 

exactly the same as those of prices. So far as the trade 
cycle is concerned the two move roughly “f 
ment falling when prices fall and rising when 
But there are no long periods of twenty years or mo 
!: ch produetion steLSy falls. On the c«n'rary proclhc- 
tim Ins a steady rising tendency. What does htippen s 
hat t cn the long-term tendency of prices -/o-nwards 
he!e te^d to be r^ore years of depression and unempl y- 
ment and fewer years of activity_ and ^'^ess 

the long-term tendency of prices is upward . ^ 

is made in either sort of long-term period, but it is 

rapid when prices are rising. ^ nriA Kptween lonT- 

There is thus a vital distinct.on to be made >>em > 
term and short-term fluctuations P'‘“- movements, 
might add a third category of even ‘“"f f;'™ 

Si„« throughout the ce, dunes ^ ma- 

constant tendency for pr.ccs to r«, of » 
tions have been 8 «n on page 94. T K aver. ^^^P 
in almost every century has been generalization 

ceding century. Tlte clue except.ou ^ove 

is probably the nineteenth oci'l'dy. ’ S ^,ol„c 

S„g,?ested) a gradual and “'P""?'* out of its 

of money is necessary to enable nineteenth 

self-imposed chains of usury, we can add that Ure 
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cnih.rv able to avoid tbit form of communal default 
onlv because it teas a century of quite unprecedented grow i 
in wealth and population. If the ' rea burden of pa 
indebtedness did not fall in the ninetee-nth century, the real 

aliihtv to bear it undoubtedly increased. 

So there are really three sets of forces working on the 
value of nir.uev (i.e. the level of prices) at any time There 
r, 1 0 all the aue-lom^ tendency of tlie value of money 
to fill Superimposed on that there are periods 
n tlie 1 ist century to be rather more than txventy years long) 
of clhat we have called long-term nuctuatlons , a completed 

Umg-t'ern, cycle (one .1”^^ is 

ruidDv ie u’lut'sev'en or eight years. (There are 

^otement is the rUhnute objectives 

oTiuoncdim- policy, we sliall do well .0 

-- '*r ^Xmr ™ f r "^^afs 

::;:;:::ci:,” t,,?: arc 

reverse themselves very qtiieklv .md the a„e g 

is barely perceptible m a i, is the llnctua- 

But for most purposes of piacttcal P" ' V " “ 

tions of the ‘'''')“'p)elrr)lac^ it is the trade 

ror - 

aid all the tPr.^^lrSrthat it brings 

that it represents and tli • movements ate 

in its train. And second, t l e loii er tern ^ 

built up on trade eye es. What pens -U.on^ 

twmity.five.year pen^ eyd“ “ >>!' ‘“" 8 “ 
rising phase of th . y the 

bit faster ; when thcic e g p depres- 

recovery years never quite regain what ts 
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sion years. If we can understand the workings of the tratle 
cycle, we shall have understood the causes ot the longer 
movements. In the next few chapters, tlu)ugh we shall not 
forget tlie long-term movements, our main attention will be 
concentrated on tlie shorter mos'criK'nts of the trade cycle. 

The ebb and flow of boom ,and slump torm a continuous 
process, and the trade cycle can therefore h.irdly be said to 
have a ‘ beginning.’ But the best point at which to break 
in and start the description of the course of a typical boom 
is perhaps the bottom of the slump, w hen prices have reached 
their lowest and unemployment is at a maximum. Im- 
perceptibly a change in trend arrives ; prices stop fdling 
and begin to rise ; unemployment begins to fall off. Just 
why the change occurs is a question we shall have to examine 
at length in later chapters ; we shall have to be content for 
the moment with the fret that it does arrive. Once the new 
trend starts, a number of forces tend to reinforce it. Tlie 
mere fact that prices are rising proves that they have reached 
and passed their bottom. All the people who have been 
holding off the market and refraining from replenishing 
their stocks of goods while the fall lasted now come into the 
market. These orders give a stimulus to productive industry 
and unemployed men are taken on to make the goods for 
which there is a suddenly increased demand. Falling- prices 
mean falling profits, and the end of the fall increa’ses the 
confidence of business men and encourages them to spend 
their accumulated reserves, or even to borrow monev' to 
undertake long-postponed renovations and renewals of their 
plant and machinery. This gives work to the industries that 
make buildings and machinery and diminishes unemplov- 
ment The men who have got their jobs back have more to 

rid H T “ “crrascd demand 

for food and clothes and furniture. Thousands of people 

who have kept them jobs all through the depression, bl h.L 

I" te Iv to breathe and to spend 

more freely. They begin to think that perhaps after all it 

would be safe to build that rather larger or mole aSaedve 

lOI 
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house that they have had in mind for some time. In all 
house that tney . unemployment 

W,r 1:1 tl « m „ finl .to. i. is no. merely a question 
ttne™; ...clr exis.ln, plan., bu. -nsmns .are reqm^ 

=;i-=BE£5SSiH 

must postpone. paraeraph start working m 

have Been described ^ ^ P ^^^rchants stop buying, 
reverse. Because prices a e lai , ^ 

hoping « “f and .herr smaller incomes 

Sm ^.r. reducion «d.^ Mlmg -d 

rising “them put off all expenditure 

ordinary “"S™' , jary. This hits the building and 

that IS not absolutely _ Y . ^^gj^ploy- 

construction a bit 

ment helps to push t g reinforces the governing 

^“1"- tdreriSSo^^ive- 

‘hhfrSvery' Acquires a momentum that carries r. on fo, 

several years '''^*°^y'f^7'!drrUrade cycle, this is summary 
^ ' "^'roXTquiy But it is not the trade cycle, after 

!;;v“ S*a» 

than to elaborate the d«“>W as »iU 

The first point to no ice it s P 

emerge later-is that ^^Boug th J system, 

™ved by very ^^S^^'^ S by human actions. Thus 
they can on occasion be overt uiea uy 



trade cycle 

the outbreak of war in 1914 interrupted a trade cvch' in full 
course. Tiic lono-terin trend of prices was upwai ds, and the 
average of an index number of wholesale prices in nu j was 
nearh 40 per cent abme the average of 1 .'!()() - i.c. a loii '- 
terni rise of ratiier more tlian 2 per cent per annum. The 
trade cyc'le was also moving up in the years immediatelv 
before the war. Unemployment had been heavy (lor those 
days) m 1908 and 1909, but there was an improvement in the 
next three vears and 1913 was one of the nc v best years on 
record. In the normal course of events the trend would have 
t^urned some time in 19,4 or .915. Bm the war completely 
disrupted the normal course of events. Unemployment 
^anlshed and prices mcrcased so rapidly that bv the sprin- 
of 1920 they were three times as high (measured bv a whole- 
sale index number) as in 19,3. From that p lint they slumped 

pre-lirie 7" 150 per cent of 'the 

^ 1 1 ^ >eais fiom 1914 to 1922 were thus 

Tl7rt war'/7' and slump, 

liiere was indeed a wartime boom and a post-war slumn 

ut neither w'as in the least of the normal character. The 

tremendous sc.^e of the Government’s operations in wartirne 

cycle ^ sufficient to suspend the operation of the trade 

The war of I 939~45 had a similar disrupting cflcct A 
rade cycle came to its normal peak in the summer of i 93 7 
and a slow decline then began. But when the decline was 
only a year old it was interrupted by the rearmament pro- 
g mme which was then approaching almost wartime pro 
portions and was beginning to be financed by wartime 

emnffi t 7 the curves of prices and 

mployment began to move upwards again until ffiey were 

entirely caught up m the vortex of the war. Democracies in 
wartime are not the only examples of thr- t 1 i 1 • 
suspended by even stroUer TfTuele 'h'' 

«oZ77aT":z tyc,r s^t aS 

1 0 ^ 
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even In peacetime. The conclusion to be dinmvn from these 
facts would seem to be that although the momentum of the 
trade cvcle pendulum is very strong, it can be suspended by 
Government action if that action is on a large enough scale 
The ‘second point to be noted is that the upward and 
downts ard ])luscs of the trade cycle are not in every respect 
similar— the cycle, in other words, is not entirely symmeU 
rical For example the downward phase, or depression, is 
almost alwavs much shorter than the upward phase, or 
recovciT. The downward movement rarely lasts longer 
than tivo. or at most three, years, cvhile recovciv' may las 
as much as lic e vears. Thus in the last completed cycle in 
Great Britain the dowmvard phase started in the last quarter 
of iqeq. Bv the hist quarter of 1931 it was virtually over 
thou-'fi the actual bottom eras not reached until the summe 
of , 03L But recoveiw, which started at this latter date, went 
on evithout interruption until well intoj937 
tl.cir peak in March and production in bcptembci). Ther 
Ither dillcrence in the tuniing-imints. ^-oveiy irequ^ 

.0 an CKl wi.l. a r.nancia cn», and 
with a sh.trp and unmistakable change m ticnd. P 

at which tlie upturn begins, on the other hand, is not noticc- 
'd.le at the tinlc. The decline slows down and Battens out, 
‘and ;ery slowly prices and procluction 
wards. The typic.il ‘ shape ’ ol the trade cycle is thus 

thing like this ; 
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There IS still anoili. r dillcTcnce hetween the two phases 
which IS of consideral.lc importance. The depi> ssioii is iimrc 
concentrated than die recoven-, not mereh- in time but also 
in character. Prices and empluyinem both nio\-(' tlow,, 
together, and do so rapidly. Put in the recou rv it is usuallv 
possible to distingurdi tuo sub-periods. In the first year or 
nvo after reco^•clT starts prices do indeed nane ujiuards, 
but sknvlv and the m.ijor elleet orreco^■c^v is to e.vpand the 
volume of business and production. Put to^v.ucls tile end of 
the rccocen- period -when it is becoming more dilliuilt to 
expand pioduction, because the limits of existing capacity 
are being reached in some liiie,s-priccs tend to"i-o -die id 
more r.,pid,,. some, in, os caught up iu ..“o;:., 

speculative buying „h,ch pushes to ridiculous hviglu. tlu.sc 
Of them that arc subject to such inlluences 

A third point about the tmdc cvclc may be noted We 
have been speaking, in the last few page.s, of ‘ prices ’ or 
employrnent doing this or that. But it is apparent from 
uhat has been smd earlier in the chapter, tharall prices do 
not move together. \Vholesale prices move mos, tail 
prices less, wages (the price of labour) still less and prices 
c y contiact not at all. This distortion of the price 
ructure produces the efTects that have been described-- nd 

of the primary nec" s "y of i I 

the hoL.buildi„g mus(„ ?' " “"’1*-" =‘OPP-Oge of 
Wuistcy itself, would no, be disMroTr’the 
rttch could get on for a year or two with its cxis iTr""*'' 
The economics of war illustrate thp rs • ^ ^ ^ 

*0 -r of ,p3g-45 the votme of fo d"^:™ "'“"v 

Bmatn. even with all the apparatus of ratlTg'; 
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reduced by more than about to per cent. But 
was sCcd almost completely for five years, and though 
this together vvdth the destruction of houses ^ air-raids 
’tf>ri^hp most severe inconvenience, it did not produce 

’S b food Those industries ntaHu* thin^ 

hat the public can put off buying for a year or two lu- 
si, most i„ a depression, for the same reamn tte 

rHafrflii 

is the durable goods tndustrics that show 

®“ wiwhat has been said in description of the tra^ cycl. 

is istdly uccessa^ “ a^fZe't “d'e h 

.he econoutic system The damage done P^, 

obvious enough. On th inrtividml poverty and 

shame of unemployment with all l„Vdhand 

social disturbance that « 

there IS the loss of wealth p booms is not 

idle labour and capital. 1 ‘ o 

quite so obvious. But m a real ' is the 

la.es the slump. One dli's.ra.iou U <hn tru 

a wn from the — W toldous. Let us 

industries sulfci liom t nf vears the community 

suppose that, over a ""o J™' a man a yea, 

for 000,000 me., does not order its 

Tomfs .it the sternly rate of aoo.ooo 

it orders, say, only loo.ooo a 350,000 



inflation and deflation 

industry would have to have 350,000 men atlarhed to it, 
But of these 350,000 men, 150,000 would be unemployed 
for six years out ol every eiyht, and a further 100,000 would 
be out of work for three years out of eight. The averat^c 
unemployment in this indu^lry over the' whole eight years 
would, in these conditions, be 43 per cent. The Imver'men 
are attracted into this industry in the boom vears, the fewer 
there will be to be unempkned in bad years. Similarly in 
other ways the excesses of the boom period brine their 
retribution in the depression. 

It has been said with great truth that the human race 
faces three gigantic problems the .solution of any one of which 
will vastly increase the happiness of mankind, while any one 
If It IS not solved may lead to ruin. These three arc the 
prob em of abolishing armed conllict between states the 
problem of ensuring that enough human beings arc born to 
eep the race alive, and the problem of removing the trade 
cycle. The last is not the least. 


INFLATION AND DEFLATION 

This chapter has been mainly devoted to description 
Before we turn to analysis, there are two much-used and 
much-abused terms that can usefully be defined. These are 
inflation ’ and ‘ deflation.’ Nearly every writer puts his 
own definitions on the terms, with the consequence that 
much confusion results. For the same reason no absolute 
au hority can be claimed for the definitions here suggested 

be that mflation is a state m which the value of money is 

•’ becomes a 

state in which the value of money is rising, i.e. prices arc 

falhng. It should be noted that both terms refer to the 

movements of prices-that is, they are monetary terms 

nflation, as has been explained, is usually associated with 

rXi^'7u7thr'^ employment, and deflation with the 
reverse. But the association is not absolute. It is possible 

have rising activity and employment (for which L may 
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use the term ‘ recovery ’) witliout inflation, and inflation 
without recovery. Siinilarlv, it is possible to have ‘ depres- 
sion ’ (the opposite of recovery) without deflation, and 
deflation witliout depression— though the separation of these 
two must be very rare. 

In the iiitcr-war years, ‘ inflation ’ came to have a bad 
reputation. This was mainly because in some countries, 
notably Germany, the rise of prices got completely out of 
hand. Prices rose with staggering rapidity, until at one time 
they were one million million times the pre-war level. This 
is ‘ inflation without recovery ’ with a vengeance, and, as 
the peoples of the Continent learned to their sorrow, it is 
utterly destructive of all rational society. Any form of 
property or income that has a value fixed, or even relatively 
fixed, in terms of money — bonds, insurance policies, mort- 
gages, pensions, savings, salaries, etc.— loses all its real value 
overnight. Hundreds of thousands of families in Germany 
were ruined by the inflation, and the fact that it wiped out 
the German middle class was undoubtedly one of the chiet 
things making the Nazi Revolution possible. The horrors 
of this type of inflation were so great that ‘ inflation came 
for whole nations to be an economic bogy, the name of the 
one economic phenomenon that must all costs be avoided. 
Consequently, to avoid these pejorative associations, the 
custom has grown up of referring to what happens during 
the upward phase of the normal trade cycle not as inflation 
but as ‘ reflation.’ For the present, w-e can think of refla- 
tion ’ as being restricted to a rise of prices that merely 
restores the status quo ante-\ht position before the start of 
the preceding deflation-and inflation to " 

in prices after this point. In chapter v we shall be able to 
make a preciser distinction. In the course of the year 194? 
almost exactly the contrary situation arose and it was 
necessary to find a word to describe a retreat from mflatio 
IS dh no, go so fa, as deflation , “ disinflanou ” was 

invented to serve the purpose. 
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Chapter IV 


the quantity of money 


the equation of exchange 

HE last chapter has been taken up with definimr the 
value of money, describing the fluctuations in its ^■alue 
that reguhMy occur, and pointing out some of the con- 
sequences that flow from these changes. We must now begin 

the business of analysing the causes of changes in the value 
01 money. 

The value of anything depends on the relationshin 
between tlie demand for it and the supply available. Money 
IS an evceplion only in that rhanges in its value do not show' 
hciMelvcs m fluctuations of any one price but of all prices 

Sbvt" “““com- 

panied by any increase m the supply of money, will lead 

price ietHs"'”] '=> ‘h' general 

p ce level. _ Similarly an increase m the supply of money 

ithout an increase in the demand for it, will lead to a fali 

m Its value-diat is, a rise in the general price level. 

bo much IS fairly obvious. But what is the demand for 

oney, and what is the supply of it ? The supply is the 

IS, ot course, the total quantity of money in existence at th.t 

moment. Money, it should be remembered Zdefed 

rn chapter . to include not merely coin and Lknots but 
^so anything that is generally acceptable in discharge of 
mone ary obligations-that is, pre-eminently, bank deposits 
For all practical purposes, 'money - can bNaken ^ 
coins plus banknotes plus bank deposits ’ lEnr tl ' 
only current account deposits-i e tlyl u f 
can be drawn-should bcTlted:) IQ''’” 

amount m e.ste,. cl of 
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December IT46 the total of the three varieties in Ae hands 
of the public of the United Kingdom (i.e. omitting the 
holdimi of the banks themselves) was £1,350 

t coins and about £3U50 million of current accoun 

delmsus, making a grand totaU supply’ of money of about 

Ta, 100 million. o,,* 

This is the supply of money at any one mom . _ 

when we want to know what is the supply over a period 
of hme" uch as, for instance, a year-another factor comes 
in Each ‘ piece ’ of money is used over and over again 
Coins move round with surprising rapidity *e jemg 
not stavinc in one person’s pocket or purse or till tor more 
than a very few davs. Banknotes circulate less rapidly, bu 
thev too pLs through many hands in the course of a ye . 
Bm k den i" can be thought of as ‘circulating’ m the same 

U n AO 067 000 And since the average amount 

House was £64,740,9 7 * u 1 c rinrino- that year was 

of current deposits in the same banks during that yea 

only £9=0.800,000, it is obvious that the overage pound o 
depoi! had changed hands about seventy 

of the^year For these cumbrous expressions w y 
• ^ \ terms The ‘ total amount of money ^ 

stitute briefer terms. _ tUe ‘ nmntitv of money, 

existence ’ we may call quite simply th q j ^ 

and, to secure still greater brevity, we can 
the symbol M. The ‘ average number of times that ^ 

piece of money changes 

can call the ‘velocity of circulation or v. 

. Each different kind o' ‘'‘.boy® 

^*'£5 i : A por o, p» uec.de t W. U.e ,•«« 



EQUATION OF EXCHANGE 


ology tlie supply of nioncy at any moment is ^f. The 
supply of money o\x'r a year is MV'. 

Now let us turn to the demand for money. Money is 
wanted not for itself l)ut in order to perlorm cert.iin functions 
—notably to serve as a medium of exchange. That is, it is 
kept to be handed on. The .irnount of work that the com- 
munity wants money to do in the course of a year is 
thercjire, the number of transactions to be accomplished.’ 
In this sense the ‘ demand ’ for money is the tons of 
coal, the hours of labour, the loaves of bread and the 

niyriad other things that have to be paid for in the course 
01 a year. 


The relation of supply and demand can be put in the 
iorm of a ver>' simple equation. When an article is sold it 
H exchanged for a sum of money. We can say that its price 
equals sum of money, and if we make a list of all the thin^^s 
at have been sold in the course of a year, it will still be true 
that the total value of all those things will equal the sums of 
money given in exchange. In other words, 


sum of money handed over = total value of goods 


sota 


The sum of money handed over, as we already know, is 

split into two components. It is made up on the one hand 
of he total quantity of goods and services (measured in tons 
gallons, hours of work, yards, words, etc.), and on the other 
hand of the prices at which all these things are valued 
Thus T coal were the only sort of thing that were sold the 
right-hand side of the equation would be made up of the 
number of tons of coal sold multiplied by the price per ton 
a 1 e It is made up of the physical volume of trade 
(a concept easy to tmapne though difficult to measure) and 
of the general pr.ee level. The latter, continuing our 

the velocity of circulation ’ without aual.Lw ^ purposes. But 

..erase • pie„ ' of mooe, of .U, g. oS” ^l.e "V"" 
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QUANTITY OF MONEY 

alj^rbraic notation, we can call P, and the former we can 
call T. Our equation has thus become 

MV = PT 


Thi^ so-called ‘equation of exchange’ is the most widely 
known generalization about money in the ivorld. _ 

It is worth noticing what it is and what it is not. t 
is onlv another wav of writing the obvious fact that the 
monev given in exchange for anything ^and therefore for 
evera-thing) equals the price paid for it. The equation does 
not icU us anything neiv about money or prices ; i mere > 
restates in a precise and convenient form is hat is obiioiisy 
true In particular, the equation does not profess to show 
which is cause and svhich is effect ; it merely demonstrates 

what has happened. . 

Nevertheless, certain deductions can be made from it. 
Let us for example, suppose that in one year prices are 
uvlce as high as in the previous year. The equation tells 
us that one of three things (or of cotirse a combination of t e 
three) must also h.ii e happened : either (iz) the J 

of money nu.s, h.ue cionl.lecl, or (M .Sc vcl«.ty » OKU n 
„„,s. have .lonhlccl, or fr) .he 1 ''^''“ 

uuist have lieeii halved. Now a rise of prices is i hat happen 
n the recove, 7 iihase of the trade cycle, when theie ,s 
nvmifestlv not a reduction in the physical volume oftians- 
0 s ■ K- tnide-evele rise in prices is therelore aeeom- 
S edDy att increase'either in the quantity ot mono’ oi n 
t Te hn hy of circulation, or both. The f 

enable us to say which causes which, bimila.ly, ulcn 
nrices fdl it is not usually due to any increase in the 
ilb'i vohnne of .mclc. On .h.' cumary ...os. po.ods 

.he cTofThc lone-period llnc.ua.ion of prices, hs.- 
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ing t^vcnty \var. or more, uc can -o cMoirlrral.K Pirthcr In 
the analysis ol' cause and ellect. Ahliough the oj 

trade fluctuates coiiMclerablv in (he eourse of (lie trade cycle, 
It exhibits a much steadier progress on the average of decades,’ 
Similarly, the velocity ol circulation, d<-pendiiig as it does on 
the monctarc’ habits of the people, alt. rs only slowly f.oni 
one trade cycle to another, even though it varies a lot inlhin 
each trade cycle. Xow if neither nor T varies ver\' viohaitlv 
on the average of long periods, but prices are nevertheless 
substantially higher or loner on the average of one period 
than on the average of another, it follows that the movement 
of P must be associated n ith a corresponding movement 
. In other words, on the long-term average, \l and P 
are the significant elements in ihe equation. 

whic\^°Ttl’ "" a about which causes 

. In the ninety-five years from iSao to igiq inclusive 
ere n ere four well-marked movements of prices which 
can be seen m the chart on page 99. Xow die sunnl 0 
money m this t\hole period was closely based on gold. ^Gold 
coins took the place of the present los and notes • bank 
notes were accordingly a much less impouant pari of t 
total supply of money than to-day, and even such ba^k 
notes as existed were rigidly connected with the sizi of the’ 
Bank of England’s gold reserve. Bank deposits were all 

inXX'i!''' Th i”'™ '"“‘'anism described 

f .Be 

clearly not causing the shortage of P-nld • V pnees was 

* ™ >1.0 fallTprier 

that?hf t ^ confirmed by ,hc fac, 

‘ ‘“"""g-Pn."' .n the trend of prices, the year ,8^ 
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w-^s also the year when large gold discoveries were made 
In California and Australia. For the next twenty-five years 
the supply of gold rvas increasing more rapidly than the 

volumrof transactions, and consequently 

however, the annual production of gold began o 
dwindle attain. Moreover, a number of countries, notably 
Germany and the United States, were either "^tabhshmg or 
re-establishing their currencies on the gold standard an 
acqmlin. gold for the purpose. This increased eompetiuon 
for^gold°combined svith a smaller annual production mean 
that k'; could be secured for Great Britain. The total 
Quantity of gold in Great Britain consequently failed_ to 
Lrease as rapidly as the volume of transactions,- Pnees 
fell The turning-point in 1896 once again coincided wi 
h edevdopment oMhe technical processes of extractmg gold 
f^n re and the opening up of the enormous goldfield 
I c tt, Afriran Rand. Four times as much gold was 
nroducld in the eighteen years from 1896 to 1914 as m t e 
Sty yettrs from .800 to .850, and in spite of a 
deSLd for gold front other par« 

‘“ettiSn^^r^irclgesS^ gold-ntining. and 
,o„g“anges in prices in -e.eenth 

volume of business) ausut , causation but 

1, is possible to see not only that < ^,„„„„ntent 

,„snggesthowit«sbrough about. Abn^ten^ 

of pnees, as p^ns wtan the long-term trend 

term movements. PP phase of the trade 

-v dep»d.n. vp.« - 

year’s production. 
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piices IS hiqlier than tlie last. A rise of prices, espcrioHy 
when it is accompanied by an active and increasing xi himc 
of business, obviously requires a greater quantity of money.’ 
In the rising phase of a trade cycle, the banks w’ill find their 
customers drawing out larger quantities of notes and coins 
to pay their expanded wages bills. There \\ ill also be an 
enhanced demand for loans from the batiks, which ha\'C the 
. double elTect of financing business expansion and of creating 
new depo.sits. Now if for any reason, such as dependence 
on an inelastic supply of gold, the quantity of money cannot 
expand beyond a certain point, that point may well be 
reached before the recovery has travelled \cry far. Tlic 
Central Bank will then be forced to use its tvc'o weapons of 
Bank Rate and Open Market Operations to present any 
further expansion in the quantity of money. This restriction 
of credit, by making it difficult and expensive to borrow 
money, will almost always have the effect of halting the 
process of expansion and turning the tide of prices. Thus an 
inelastic supply of money achieves its effect by cutting short 
the upward movement of the trade cycle. Tin's is why in a 
period of falling prices the upward legs of the trade cycle arc 
shorter and less far-reaching than in a period of rising prices, 
ihe quantity of money in existence thus seems to be in the 
long period, not so much the cause of the le^ d of prices as 
a hmit on prices. It docs not cause prices to be what they 
are so much as it prevents them from being any hi</her It 
can be compared with the governor on a gramophone motor, 
if the governor is set to 78 revolutions a minute the turntable 
cannot revolve any faster. But it is the spring, not the 
go\ernor, that makes it revolve. If the spring is not wound 
up, moving the governor to 80 will not help. 

This IS what makes the equation of exchange of com- 
paratively little assistance in explaining the trade cycle even 
hoogh ,t ,s on „l,oIe a satisfactory cxplanatL of tjte 
long-term trends of prices. It is undoubtedly true that a 
shortage of money has often brought a boom to an end and 

*d, S' “““ '' “ >■> “ i" d.. vdoclt, of 
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orrc iDitatcd the sharp reversal of trend at the top of the trade 
evr'e^ But sometimes the boom collapses without any 
restrktion on the supply of money. And it IS much more 
1 i . , to explain by the (iuantity Theory (i.e. the theory 
; : ; is ,he ttan.itv of money whieh ,s the dommant cause 

o„ctt,,mo,.l of prices) how the reversal of trend occurs a 
t bottotn of the slutnp. For if it IS a reduc ton m the 
mnntilv of money that causes a downturn of prices, an 
Lmc in the quantity of money should suffice to cause an 

ffistorv of the last few years of money having been created in 
Loe quantities at the bottom of a slump ^y per- 

ceptible influence on the level of prices or produc i . 

^ '?here are indeed some short-term 

ih. Dnantitv Theoiw seems to give quite a satistacto y 

the Quantity ,he world wars there 

of'tireconomiJs o^var is discussed 

but, for the time being at ^ The Govern- 

approximation to an account o ^^P 

S:;^r:x;mffi:;over^^^ 

But there are Great Depression of the early 

Sl'^hhties 'the American td 'also 

;;rrunX‘fdeficU„fover^^aoon«^^ 

Sye'^tlyhadtenbipbefor^ 



VELOCITY OF CIRCULATIO^' 

1929 levels. Indeed, the more money the American authori- 
ties created the lower became the velocity of circulation. 
They could increase M, but not MV. The mere creation of 
money by the Government, without there beint^ a \villingness 
in the puohc to spend it, may result only in the new money 
standing idle. 

The Qiiantity Th 'ory is therefore at best an imperfect 
guide to the causes of the trade cc'cle. Shortage of money 
may cause the recovery to turn int.) depression. But it is 
not the sole cause, and depressions may begin when there is 
no shortage of money. It may be that really gigantic crea- 
tions of money will do the trick. This may be the c.xplanation 
of why money-creation puts up prices in wartime but not in 
depressions. But the e.xplanation is more likely to be that 
there is a public willingness to spend the new money in war- 
time but not in depression. And, in any event, lesser 
measures of money-creation may be quite impotent. 

So the most we can say for the Quantity Theory is that 
the quantity of money in existence seems to be the dominant 
mfluence on the price level on the average of long periods 
But in the short period of the trade cycle, it may or may not 
control the movements of prices. And whether it docs or 
does not depends on whether changes in the quantity of 
money are offset by changes in the velocity of its circulation. 


the velocity of circulation 

Another method of approach enables us to shed a little 
more light on this puzzling phenomenon of the velocity of 
circulation of money by investigating rather more closely 

'he equation 

MV = FT we have indeed related the supply of money in 
one sense, to the demand for it, in one sense. But on an 
earlier page we have distinguished two characteristics of 
money flatness and roundness-corresponding to two of 
the primary functions of money, to serve as a store of value 

up, in the other it runs round. Now the analysis that rcLlts 
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in the equation of exchange is clearly concerned only with 
round money ; it deals with its circulation and the trans- 
actions it facilitates in the course of a year. 

But what about flat money— money as a store ol value . 
Hoiv docs it acquire its value, and how can we measure the 


demand for it ? , , . ..u 

To answer these questions we must go back to the tact, 

which has been insisted on many times in these pages, that 
monev is useless in itself and wanted only because it can be 
cxchanc^cd for any other form of material wealth. It follows 
ftorU ius (perhaps par-adoxically a, firs, sigh,) , ha, the 
ownership of money involves a sacrifice to its owner. Who- 
ever has ;Cioo has something that is useless in itself, whereas 
he mlc^ht have had £ioo ivorth of useful and pleasant objects 
rns'ad. The original acquisition of a holding of money 
involves a positive sacrifice, since money can only be stored 
up by spending less than one’s income. The continu d 
holding of money involves a negative sacrifice in refraini g 
from buying the things that money can buy. Everyone 
must themforc strike a balance in his own mind between t e 
convenience and security represented by having a stock o 
money on hand and the sacrifice of real consumption that 
Te holdinc^ of such a stock involves. To have too little money 
may mean inconvenience or insecurity ; to have too mu 
mav rcciuirc quite unnecessary stinting. Somewhere between 
rZSremes every person, ever,, family, every eom- 
munitv fixes the amount of money it will keep. It is co 
venient to think of this amount as a given proportion of th 
> nr the family’s or the community s annual incom . 

A tally with an income of £5 a week has an 

„r fTfo I, mav very well happen ,ha, such a family has 

'’X r;: irl 'H LmXeomer Bn, most fanrilies 

hive hMes,orrof money in ,he savings °»h»toekmrg^ 
Let us suppose tha, our £5-a-week family, lhou„ P 
ev ,7 pen ly of i,s weekly income, nevertheless 'ad are em 
JrTJ. Then i,s average holding of money would be £« . os, 
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or about of its annual income. Richer people may keep 
higher proportions. Ihus a man with an income of ^i,ooo 
a year might well have a balance of £200 at the bank^in 
other words he fl^d^ it worth while to keep I of his annual 
income in money, even though the money brings him no 
return. But other rich men, having other forms of property 
that they could easily turn into money in case of need, such 
as gilt-edged securities, may prefer to keep \cry little money. 
One millionaire was in the habit of declaring that he could 
not remember a time when his bank account had not been 
overdrawn. But tvhatcver the proportion may be for any 
individual, it is always the result of a conscious or an un- 
conscious decision ; nobody has the money holding he 
has quite by accident. This is, in the most real sense, the 
demand for monev. ’ 

Millions of individual decisions add up to a communal 
decision. There is at any one time a proportion of its total 
annual income that the community chooses to hold in money. 
Fibres can be quoted to give an approximate idea of what 
wis proportion is. In 1938, immediately before the Second 
Cjeiman V\ar distorted the whole national economy, the net 
national income of the United Kingdom was £^,200 million 
(at market prices). If we count in the coins, notes and bank 
deposits 1 and exclude all forms of money that are merely 
held as reserves against other forms of money (such as the 
banks’ till money), the total of money in the same year came 
to rather less that ^3,000 million. The proportion of its 
annual income that the community chooses to keep in money 

are correct— a little less than 
hree-fifths. ^ (This does not mean, of course, that the com- 
munity refrains each year from consuming three-fifths of its 
income in order to keep it in monetary form, but merely 

w. are here dealing wironS as S^'ce 

to include them, even though we excluded them'^nn'n"'^'^ ^ 
dealing with circulating money. If they were e 

would be reduced by about /i ooo millln a of monev 

more like one-third Ln oncdulf ' Ptoporlion would become 
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the stock of money been accumulated over 

the years was by 1938 w»«h three-fifths of one years 

“Ttl!e community has decided to keep a store of money 
eauil to half its annual income, the actual quantity of 
Xt in existence niU have that value and eac unt. 0 
money will have its proportionate value. To revert to 
simplified example that has been used earlier, ^ 

real income of the community is i.ooo tons of coal and it 
decides to have a money stock equal to half its annual real 
income the whole quantity of money will be worth 500 
of coal If further, the quantity of money consists of 
^ r' tpc will be worth half a ton of coal and 

.,ooopno cs,then£.».llbe» 

the price of coal v,ill be £2 a lui 

lebra this explanation of the value of money can be put 
algeora, iiub ca^ income of 

that it is the real income that matters-i.e. m tons an 

:„n "e. the —erh pounds, in exisreuce 

Then ‘1 is the value of £.- The value of one umt of 

moneyU. should be remembered is ^ ^ 

level; when prtces "''“ '“ce level -into the 
^pSe:eZtXeJ:.ri;ddedLntheva,ne„f£.. 
Thus we get the final equation . 

M 

1 We must use the small letter p j of everyth!^ 

from the previous one. ^1--- ‘no'w we are coneernt^ 

or to help them ma. 

lo consume. 
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Let us turn this equation into still another form and scl 
it alongside the previous equation of cxcdiange. Here they 
are ; 

MV.-Fr 


M 

T 


This similarity is partlv deceptive. It has hern pointed out 
in the last footnote that p is not the same thing as P. And 
R is obviously not the same thing- as T. But p and P will 
tend to move up and down together ( though not necessarily 
at the same speed) ; so will R and T. The juxtapc'sition 
of the two equations does bring out that V and k tend to be 
the opposites of each other. The hi-u,er the proportion of 
their teal incomes that people decide to keep in money, the 
lower r\ill be the \cIocit')' of circulation of money, and vice 
versa. ^ If, then, we want to investigate the causes of the 
puzzling and damaging fluctuations in velocity, we should 
turn to the causes that determine changes in the factor k. 
\\ hy do people w'ant to hold a larger value in store in the 
form of money at some times than at others ? 

When the question is put in this form the answer is almost 

self-evident. Depression times are times when all other 

values are falling. Securities fall day by day on the Stock 

Exchange, the lack of demand causes a slump in the values 

of land and houses, even jewellery and works of fine art 

lose in value. The only thing whose value is rising is money. 

The real burden of debt is rising, as is the real advantage 

of being a creditor. It is thus pre-eminently a time ivhen 

everybody tries to get out of debt and have a credit balance 

Moreover, since depressions are times of insecurity, not only 

do people try to increase their holdings of money by saving 

out of their incomes, but even those people who have ample 

accumulations in more or less fixed form (e.g. houses, land 

securities) try to convert them into money, which has a high 

iquidity (i.e. it can be used immediately at any time) 

lo hold money brings in no interest or dividends, but in 

times of depression it may be more valuable to preserve 
capital intact. u picserve 

In times of boom, on the other hand, money is a poor 
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thing to have, hlany other varieties of wealth are rising 
in value, money alone is falling. To use one’s money to 
buy, say, securities or land or a share in a business, is not 
only to secure a return on it, but to stand a good chance 
of the principal rising in value also. Borrowed money can 
easily be employed to yield a return greater than the interest 
that has to be paid for a loan. When prices are rising, in 
short, there arc few attractions in holding money, and the 
proportion of its income that the community is prepared to 
hold in money falls. If the inflation goes to extremes, k may 
fall to a very small figure. Thus in the great German infla- 
tion of 1923, when prices were rising a hundredfold in a day, 
when any money that teas kept even overnight lost the largest 
part of its value — when, in short, money was just about as 
b.\d a store of value as could be imagined— the real value 
of the total stock of money in Germany fell to only one- 
seventh of the normal level. That it did not fall even lower 
shows to what extent money is indispetisable in its other 
functions, as a unit of account and a medium of exchange, 
c\ cn when it is of no more use as a store of value than a sieve 
is as a store of water. 

This alternative method of analysis thus takes us one 
or t\so steps nearer to reality. It explains why money has 
any value at all — because people find it useful enough to 
be worth sacrilicing something for. And as an explanation 
of what happens in a trade cycle, it is much more convincing 
to say that the v.\luc of money varies because people have 
a varying use for it than merely to ascribe it to changes in 
the velocity of circulation. 

But still it is not a very satisfactory explanation of the 
cause of the fluctuations of the trade cycle. It explains why 
it is that once the value of money starts rising, people want 
money more, so that the value goes on rising. But it does 
not explain how the value of money ever starts rising. Most 
depressions begin, not with a sudden co\t traction in the 
volunre of money, but with a sudden fall in the velocity of 
ciiamlation (-- increase in the public’s preference for money). 
^Vhat causes this ? Either of our two equations suggests 
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what might be a cure. For if V suddenly fails, M could 
be increased to compensate. In other words, if the public 
suddenly puts a higher \alue on its total stock of money, 
let that stock be increased, so that each unit of it will have 
the same value. But practical experiments along these lines 
have not been very successful. In tlie United States and in 
France in recent years there have been times when the more 
money was created, the more the public seemed to want. 
And in any case this sort of cure would be rather unintelligent. 
When a man has a sudden rise in temperature he can be 
cooled down by encasing him in ice. But it is much better 
to find out w’hy he got the fever. Similarly, even though it 
were possible to counteract any movements in V or in A 
by manipulating hi, to do so blindly might be dangerous 
economic quackery. 

* LIMITS OF THE QUANTITY THEORY 

The Quantity Theory (by which either of the two 
approaches, resulting in the two equations, can be under- 
stood) can thus explain the ‘ How it works ’ of fluctuations 
in the value of money and in the activity of industr^c But 
it cannot explain the ‘ Why it works,’ except in the long- 
period and in those exceptional short-period fluctuations 
that are manifestly due to large-scale creations or contrac- 
tions of money. It cannot even explain why it is that a 
creation of money will sometimes ‘ take ’ and start off a rise 
in prices, while at another time an equal creation may have 
no effect at all. Moreover, the practical conclusion toward 
which this analysis would seem to be leading — the prescrip- 
tion emerging from this diagnosis— has been shown by 
experience to be of limited and variable effect. The obvious 
practical application of a Quantity Theory is that the value 
of money should be managed by manipulating the quantity 
of it in existence. There are a number of cases on record 
in which a restriction of the quantity of money, or even a 
refusal to allow it to expand, has brought about a fall in 
prices. But there are also many cases in which the monetary 
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... henries have orieeed » t”Ss, 

-PP'r'T'7™ tt s' The >al ean evirien.l, be 
and have f»“"d “ '=* „„ amount of leading him to 

r:i::aitheh?mdn„hif^ 

.0 

causative factor rat e sta it as a consequence, 

of the value of ““Vpaee of "“vents and the quantity of 

Something eke sets the pa u-c u^ile of the governor 

money accommodates ttse f to m The sim. ^ S 

on a gramophone moto ’ „p„ard movement 

quantity of money may ‘^^ja^ce on the long- 

of prices, and by that *“ > iod of the trade 

'^litrrrgrortuf the mW.. -ns 

nrrlustgoiusearehof— 

find a clue is not so much money as 

lacking in a time ^ ^j^^t there is often as much 

incomes. It is easy to es v of a slump as there was 
money in existence at the if there has been 

at the height of the prcce deposits the reason 

some reduction in the of the banks to create 

is not to be found in | public to request the 

money but in an f.^m the banks. What is 

creation of money ^ ^of a slump than at the top 
manifestly lower the bo«°^ ,f ^loney but the total o 
of a boom IS not the ^^ey would 

individual incomes. P ^ potentially m existence , 

use the supply of money actually P^^^^ ^ Id 

the velocity of «tculation wou iucomes that 

rise It is because money i not pa 

it languishes in stagnant pods ^,„oe of the total 

The value of ’ u^mity of money. It ^s the 

of incomes rather t an q jucomes of which w( 

causes of fluctuations m the total 

must go in search. 
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Chapter V 


SAVING AND CAPITAL 

MONEY AND INCOME 

A S a method of explaining monetary events the Qii anti ty 
Theory, even in the more refined forms tliat have? been 
discussed in the last two chapters, s uflers from two defects. 
In the first place, as we have seen, the emphasis if lays on 
the quantity of money, as if that were the sole or even the 
main source of economic change, can be gravely misleading 
— especially in connection with those short-run fluctuations 
of prices and production which excite the most controversy 
and do the most damage. Indeed we reached the point at 
the end of the previous chapter of suggesting that the Quantity 
Theory might be relegated to the position of explaining the 
longer secular movements in the average price level, while 
some other explanation was sought for the shorter and more 
violent swings of the trade cycle. 

The second defect of the Quantity Theory is that it con- 
centrates too much attention on the level of prices, as if 
changes in prices were the most critical and important 
phenomenon of the economic system. It is perfectly true, 
as has been amply argued earlier, that changes in the price 
level can have very far-reaching and disturbing consequences. 
In particular there are ways in which price movements can 
induce changes in the volume of production — ^that is, in the 
creation of wealth. Rising prices set up influences that lead 
to increased activity, falling prices lead to falling activity. 
The defect of the Quantity Theory — or, more accurately, 
of the school of thought whose main weapon of analysis it is 
— is that it takes these undeniable truths and, jumping a step 
in the logic, proceeds to the assumption that all changes in 
the general level of business activity are the product of 
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, . Thrice level-ln short, that price fluctuations 

changes m the price lot 

are the cause of the trade c-^ c e 

Now this is manifestly not true and It on 

be labelled cause and the -^ices that is the effect. It 

that is the cause and t e e\e o business man 

is bad trade that fYl^p^rcaL a low level of trade. But 
knows, not low pne s , ‘ .1 . fj-uth to say that both 

i, „,uld in reality be much ^ of 

bad trade and low P"- - that 

some common cause, a- volition ; they 

Uiis is so. Pr.ces do not mov oUlmirj- 

do not fall unless ' that the demand for the particular 

for putting a price down is that ted ^ 

article in question is smal > P 

,,,,ket, where buvers ancl sc^. 

other, prices automa m. • . to each other, 

fluctuations of demand an P the price at 

In other cases, where the n ^ 

which his goods w ill be m , In cither event the 

the price is m tlie lopc 0 s ^ ^^ilPiciciit demand at the 
reason for falling P' ^ Y’'' Y, .he available supply. The 

previous higher pine • ' ,i:„.j,tlY dillerent result. In the 

Lire cause mav produce Y;'fjYnntliirties, as has already 
Great Depression ol tlie < ai _ ^ ,.^^,1. of demand by 

been menti.ined. agru uluiu • ^ ,,.o,vn 

n severe fall ol prices, lln l^^^om of 

tlic depression th.m at 1 1 - g j^^ms 

'crlu p. iics were maintained m the 

fln e of fallidg demand, '"'b ‘ Y;,; less than it had been, 
goods produced becanu c D ^ ^ ._q,nost as 

The industrial worker m, • ' ,cnns-for an 

nnich in mo.iey-and mm ^ j 

l.n.r's wnrk '‘’V d the industrialist both sullered 

^ork. 'I'hus the larme ^ ,«--^'''b^brsufrertiig was 
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prices was onlv the iiiecliaiiisiii by which ayi iculturc adjusted 
itself to the fall in demand ; it was in no sense the cause ol 
the depression. 

The fundament. d f.ict to wliich any thenrv of money must 
adjust itself is that there arc times when the dem.ind fur 
goods and services of .dl si'rts becomes consideraI)lv less than 
the supply of them. At thicse times the wm ld seems im apablc 
of buyint; as many goculs and services as it c.in produce. And 
converselv there arc times (thourrh more rarch ' when the 
demand h)r goods of all sorts exceeds the srp|)lv of them, 
when the world is trying to buy more th.in it can produce, 
when there arc more or less severe shortages of e\-ci vthing, 
especially of labour. ^Var and its aftcrmatli produce con- 
ditions of this second variety. 

It is possible to imagine c ircumstances in whic h a general 
shortage of demand might be caused by a reduction in the 
supply of money. Most money comes into existem e, as was 
expl.ained in chapter ii, in the process of being lent to 
borrowers, and if all this debt-lrorn money were to be with- 
drawn by the banking system, the public would be so hard- 
pressed to repay its debts that it would have very little left 
over for the purch.ase of goods and services. Thus the 
destruction of money may lead to a restriction of demand, 
and a creation of money may, conversely, lead to an excess 
of demand. But in actual fact it is rarely that this sequence 
of cause-and-effect is carried out. The onset of the Great 
Depression in 1929-30, for example, was not accompanied 
by any significant reduction in the quantity of money. 
Indeed in many countries the supply of money was greater 
in 1932 than it had been in 1929. And similarly, tiie first 
phases of recovery were not accompanied by any great 
creation of new supplies of money but by a more active 
utilization of the supplies already in existence. 

The only conclusion that it is reasonable to come to on 
the basis of the evidence is that the sudden lack of demand 
which causes a depression is due less to a lack of money than 
to a lack of income. It might be more accurate to say that it 
IS due to a lack of spending ; but we know that in a depression 
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the reason why people do not spend more money is in 
nmctv-mne cases out of a hundred, not unwillingness to 
spend income m hand but sheer lack of income. 

To get any further in explaining the process by which 
moncv and production act and interact on each other, we 
shall, acwrclmgly, ha\-e to discover why the income of the 
community caries up and down much more violently than 
the community s technical ability to produce wealth, so that 
die income is sometimes more than enough, and oftener 
msuflicicnt, to buy the goods and serviccs\he community 
can produce. And in our search for the cause of these 
fluctuations, though we shall bear in mind that sudden 
shortages or super-abundances in the quantity of money may 
cause fluctuations in income, we shall find that the quantity 
of money is more often a consequence than a cause of the level 
of incomes. 


CURRENT GOODS AND DURABLE GOODS 

There is one respect in which the various algebraic 
equations of the Quantity Theory are supremely useful ; 
they empli.asizc the fact that the whole of economic activity 
is an exchange of money for goods and services and that the 
two sides of the equation must at all times be equal. The 
clue to the modern theory of money can be gained by ex- 
amining a slightly different form of equality between money 
and expenditure, regarding money not so mu('l,i as the 
quantity of units in existence but in its more fundamental 
function as the vehicle of income. 

There is a fundamental equality, in this sense, between 
income and expenditure. Every one of us receives his 
income from one or more persons, to whom that income is 
an item of e.xpenditure. Thas, if a clerk employed by the 
Government has an income of a year, that /^qoo is 
income to him but part of the expenditure of the department 
in which he is employed. The Government, in its turn, has 
to raise tlic £\oo by taxation (or borrowing), and in this 
stage it appears as income to the Government and expendi- 
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ture to the taxpayer (or lender). Similarly il we start from 
the clerk and move in the other direction : the money he 
spends on rent or food or clothes is expenditure to him, but 
income to his landldcd, his grocer and his tailor. The only 
source of income is in somebody else's expenditure and every 
expenditure creates somebody else’s income.^ It would be 
possible to express this in the form of an erpiation, all the 
incomes of the community equalling the total of its expendi- 
tures. But it is jxrhaps more enlightening to conceive of it 
as a gigantic circular flow of incomes, each expenditure 
creating some income, which is again spent and creates 
another income, and so forth right round the circle. 

At this point we must draw a vitally important distinction 
between two categories of the goods and services of which 
the real output of the community consists. Eveiy year the 
community produces a certain total of goods and services ; 
some of them are for immediate consumption, the rest are 
goods whose value will last beyond the immediate present. 
Those two categories can be called current goods and durable 
goods. All services are naturally current goods, since they 
must be consumed at the moment they are rendered : y6u 
cannot store the services of a parlourmaid for a year or even 
for a day. But tangible goods can be of either kind. A loaf 
of bread that goes stale, a newspaper that loses its interest, 
a shirt that wears out — these are examples of current geods. 
A house that renders its service of shelter for dccacles or 
centuries ’ewelleiq-’ that is as valuable years after it is bought 
as now, a loom or a lathe that can be used for years to make 
other goods, the factor)' in which it is stored, the roads and 
railways over which goods are carried— all these arc durable 
goods. The distinction between the two categories is a 
perfectly clear one ; but the precise boundary between them 
may be difficult to fix. Where, for example, are we to place 
a motor car, w'hich has a useful working life of seven to ten 
years— or even a suit of clothes, which may last for three or 

■ Perhaps it is as well to make the reservation that the word ‘ income ’ is 
here being used to mean ‘ incomings ’ and is not bring confined to that one of 
Its meamngs in which it is distinguished from ‘ capital.’ 
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spent on consumption goods. ^ The import jiit tiling to note 
about this definition is that saving is not that jiart of a man s 
income which lie spends on durable goods. '1 here are, in 
fact, a variety of things that a man can do with his savings, 
and spending money on durable goods is only one of them. 
If a man saves £i,ooo out of his income in any particular 
year and spends it on a house, then he has both saved and 
used his savings to buv a durable good. But this way of using 
savings is the exception rather than the rule. Savings may 
simply be hoarded in the form of cash. Or they may be used 
to make a loan, to buy stocks and shares, or to acquire other 
forms of claims on other people. In a modern community, 
most of the citizens’ savings are not spent by them on durable 
goods. 

This explains why, of all the possible distinctions betivcen 
different kinds of expenditure, this particular one has been 
chosen — because it bears directly on the functions of money. 
In the case of current goods the chain between the producer 
and the consumer is direct and immediate. With ver^’ small 
exceptions, only those current goods are made that are 
demanded by consumers, and the consumer’s payment goes 
straight back, through the chain of middlemen, to the various 
producers who have collaborated in the production. Money 
is acting simply as a medium of exchange. When a baker 
uses his wages to buy meat, the money is merely serving as a 
convenient intermediary in the barter of bread for meat. 

But in the case of savings and durable goods, money has 
the additional function of a store of value. The people who 
do the community’s saving are not the same as those ivho 
buy its durable goods, and the connection between them is 
indirect and remote. There is no guarantee that the amount 
of saving that individual citizens make up their minds to do 
is the same as the value of the durable goods that an entirely 
different set of people make up their minds to buy. Indeed 
it would be a pure coincidence if the two were the same. 

'■ Or on taxation— but for the present it is best to regard the Government 
simply as the agent of the individual citizens, and to regard the Government’s 
expenditure on current goods and services— fo>' ..cample, on the services of tlie 
armed forces — as part of the consumption expenditure oi the taxpayers. 
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CAPITAL AND DLBT 

but also as a store of \aluc. When a man wlio sa\'cs £\oo 
puts his savings into the form of money or of a moncy-elaim 
(like a debt), he is nert rising mirney only as a conr ement way 
of getting over the barter dillieulty in acquiring a durable 
good. He may put it into a money tbrm in oulcr to keep 
the value of his saving until he is ready to buy a durable 
good (as when a man accumulates sa\-ings until he has 
enough to build a house). Or he may have no intention 
of buying durable goorls now or in the future ; he may 
merely want to set money by for his old age, when he will 
spend it all on current goods. 

The significant thing about all these different forms of 
monetary saving is that money is being asked to do what 
may not be really possible. Take the last case, of the man 
who is saving for his old age : rvhat he is really doing is 
refraining from consuming current goods now when he 
could afford them (i.e. when he is himself producing enough 
to give in barter for theml, in order to be able to consume 
current goods later when he will himself be producing 
nothing. If there were no money in the world, the only 
way he could achieve this object would be to lay up a store 
of current goods during his working life, and draw on them 
in his old age, as a squirrel stores up acorns for the winter. 
But this is impossible, for current goods do not last. So 
money is being asked to do the impossible. Let us imagine 
a community in which there has never been any saving or 
any production of durable goods. The whole of economic 
activity consists in the production and consumption of current 
goods. Now in a certain year let us suppose that A, setting 
a precedent, saves ;,rioo and hoards it in notes. His hoard 
will entitle him, in the next year, to lay claim to /(i oo of goods, 
current or durable, more than he will be producing at that 
time. If nothing else happens, the spending of that £100 
by A in the second year will mean a demand for £100 worth 
of goods more than the community will then be able to 
supply ; A will get his extra goods only by forcing others 
to consume less than they produce. 

But the impossible becomes possible when we take into 
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between capital and debt, between interest and usury. The 
only way in which the community can enrieh itself and the 
standard of livinn; of its members can be raised is by the 
accumulation of capital — that is, of useful durable ooutls — 
which is paid for by saving. Yet throughout economic 
history, every period when individual mving-in-money has 
not been accompanied bv collective sawng-in-goods has left 
behind it a legacy of deadweight debt, from which the 
community has been able to escape only by lowering the 
value of money and therefore of money debts. This is one 
of the explanations of the fact that there seems to be a steady 
rising tendency in the price level which has persisted for 
as long as we have any lecords. In a proximate sense 
this has been due to the steadily increasing quantity of the 
precious metals, which have served either as money or as 
the base for money. But the social need for rising prices 
has been the burden of indebtedness left behind by frustrated 
saving, and if gold and silver had not performed this service 
for the community, it would have been forced long ago to 
find some more convenient money. 

MONETARY DEMAND 

Debt and usury are not, however, the most important 
consequences of a failure of saving-in-money to be embodied 
in the tangible form of saving-in-goods. Unemployment 
and the other phenomena of the trade cycle can also be 
shown to come from the same source. To show how this 
comes about, we must trace out in greater detail the con- 
sequence of any discrepancy between saving-in-money and 
saving-in-goods. (Henceforward we will use the conventional 
terminology, calling saving-in-money Saving and saving-in- 
goods Investment. Investment must always have its capital 
letter to show that it is being used in this special sense of 
saving-in-goods and not in the usual sense, in which it may 
mean merely the use of money to purchase a money claim, 
such as a bond or a share.) 

To clarify our examples let us assume a community with 
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a total income of £i,ooo million a year. Out of this sum 
rooo million is spent on current goods and £.00 null, on 
is saved Durable goods to the value of £100 million are 
aho produced every year. Saving and Investment are 

therefore equal at £100 million. 

Now siqipose that, for some reason or other, the com- 
munity suddenly starts to save £200 million a year. The 
hrst consequence is, obviously, to cut down the expenditure 
on current goods to £800 million a 

a reduction in the demand for current goods. But there is 
no reason why the demand for durable goods should rise 
m absorb the missing £100 million. True, the community 
is savin- an extra £100 million that could be ^sed to buy 
durable°goods. But there is no reason why it should be so 
used • on the contrary, as has been pointed ouq those who 
do the saving only rarely buy durable goods tvdh the money 
ihev have saved. The business men who do the Drying 
of durable goods (builders, factory owners, etc.) are guided 
no. by the volume of Saving being done ,n the 
bv thlir estimate of the volume ol consumption in the fumr , 
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Sa\'ing and Inx'tMint'nt. 1 he same disi icpain \' i fiiM In- 
produced not by an increase in Saxing but b\- a ri-ilm lion 
in Investment — i.e. if business men ior aiiv n asmi siu])ped 
building houses, faclmics, etc. T.et us c" back to our com- 
munity, with its income cil /ii,ooo million and its .Saxing 
and Investment ol /^loo million t'ach, and suppose th.it the 
production of dur.ible goods suddi-iiK' goes down to notlnng. 
What happens then ? 

The iirst reaction, obviouslv, is wid'-spre.id unemploy- 
ment in the industries producing duimble goods. One-tenth 
of the inhabitants of the community will find themseb’cs 
without an income. XaturaJly, they will spend less on 
current goods. Indeed if they had no s.ix ings to draw on, 
if there was no unemployment insurance and no charity, 
they would not be able to spend anything at all on current 
goods. But this in turn would reduce the incomes of the 
current goods producers and they would start reducing their 
expenditure on one another’s products. Now il the com- 
munity suddenly stops making durable goods, the correct 
reaction should be to stop saving, so that there would be an 
increased demand for current goods and all the workers 
displaced by the cessation of activity in the durable goods 
industries could get jobs making current goods. But owing 
to the interposition of money, the only way in which saving 
can be reduced is by pushing the general depression of trade 
so far that eveiybody becomes too poor to do any saving. 

Thus an excess of Saving over Investment, whether it 
is produced by an increase of Saving or by a decline in 
Investment, can produce the chief phenomenon of a depres- 
sion— namely, a failure of demand for all classes of goods. 
We must now examine the other side of the medal. What 
happens when there is an excess of Investment over Sax ing ? 

Let us take first the case of an increase in the volume of 
Investment. Business men begin to place more orders for 
durable goods. This means an increase in the incomes of 
the producers of durable goods, who spend more money on 
current goods. And since more money is being spent on 
current goods, business men are encouraged to increase still 
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further their orders for durable goods. It is when consumers 
are spending plenty of money on consumpUon-not when 
*evte savfng most-that the building of houses se^s mos 
nrof, table. It is when the sales of bread are at their height 
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increasing amount of money will be offered in exchange for 
a stationary supply of goods and ser\ ices. The inevitable 
result will be an all-round tendency to\vards higher wages 
and prices. This has a corollary that is interesting for the 
theory of money. So long as the increase in demand lias the 
effect of bringing unemployed resources of labour and capital 
into use, without any very significant rise in prices, saving 
w ill increase, for when people’s incomes increase, the amount 
of saving they do likewise increases. Thus during the earlier 
phase of recovery, Saving and In\-estment are chasing each 
other upwards — Investment, of course, keeping its lead 
(otherwise the process w'ould stop). But if Investment con- 
tinues to increase after the stage of full employment is 
reached, a change occurs. The rise in prices compels the 
people to cut down their consumption, since they can buy 
less with their incomes. It will probably also cut down the 
amount of money sa\’ing they do, since most people, when 
faced with a rise in prices, wall prefer to try to keep up 
their consumption rather than their saving. But though 
the rise in prices thus reduces the rate of monetary saving, 
it produces much the same effect as saving, since it forces 
people to reduce the volume of current goods and services 
that they consume and thus to set resources free to be 
employed in the production of durable goods. This is 
sometimes called ‘ forced saving ’ but in order to avoid any 
possibility of confusion of terms we had better call it ‘ forced 
abstention.’ 

Thus we can sharply distinguish the two phases of re- 
covery, before and after full employment. In the first phase 
the resources required for the increased production of dur- 
able goods are drawn from the pool of unemployment. The 
increase in the total money income of the community is 
accompanied by a proportionate increase in the production 
of goods and services, and there is no sharp rise in prices. 
After full employment is reached, prices rise, imposing 
forced abstenUon ’ on the public and thus setting free 
resources of capital and labour to meet the insatiate demand 
for durable goods. It is this distinction between the two 
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side, all incomes not earned by making current goods must 
be earned by making durable goods — i.e. they represent the 
value ol Investment. And on the expenditure side, all 
expenditure that is not on current goods must be Saving. 
But this reflection is not as puzzling, or as destructive of the 
theory, as appears at first sight. What it means is that if the 
total of the positive savings that the public makes is greater 
than the volume of Investment, then the difference between 
the two represents the losses made by the business com- 
munity, or the ‘ negative saving ’ forced upon the community 
by the fact of depression. And similarly, when the voluntary 
positive saving that the public performs is less than the 
volume of Investment, then the unexpected profits of the 
business community make up the diflcrence. The word 
‘ Saving,’ if strictly defined, must include these induced 
unexpected profits and losses that are forced on the business 
community. If it is so defined, then Saving always equals 
Investment. But for the purposes of explanation it seems 
much more convenient to say that ‘ Saving ’ means the saving 
the public would do if its intentions were not upset by business 
being either better or worse than was expected. The nearest 
we can come to an exact definition of it is ‘ the tendency, or 
propensity, to leave some part of income unconsumed.’ And 
in this sense we can talk of Saving exceeding or falling short 
of Investment. 

Nor merely can we so speak — we must if we are to explain 
the phenomenon of the trade cycle. For, although Saving 
in the wider sense that is. Saving plus profits minus losses — 
is always equal to the value ofinvestment, the whole economic 
system is in equilibrium only if Saving, in the sense in which 
we have been using it— that is, ‘ voluntary positive saving ’ — 
is equal to Investment. If Saving is greater than Investment 
—the difference being represented by losses— then the level 
of general demand and the activity of the community at large 
will be steadily shrinking, and will go on shrinking until 
people s incomes have been so far reduced that the voluntary 
saving they do is no larger than the value of the durable 
goods being produced. And if Saving is less than Investment, 
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thrn thn kvrl of L^rnrral cU-mancl and the activity of tlie 
( oinnuinitv will stradilv ttrow until athn people save enough, 
out of th' ir lareer incomes, to match the output of clural)le 
prnods, 0, a shortage of labour forces a rcdiu tion iu the volume 

of Investment. , 

'I'he trade < yde can therefore be pictured as an alter- 
nating extiansion and contraction of the National Income 
(that'is, the aggn gate of all the individual incomes ol the 
community). At the top of the boom, something happens to 
cause Investment to fall below Saving. The discrepancy may 
be ciuitc small, but it sets in motion a decline in the National 
Income. Saving is of course reduced, but Investment may 
also have been reduced, since depression makes it a risky and 
unprofitable business. So Saving and Investment chase each 
other down a vicious spiral, and the National Income may 
have been very substantially reduced before they mat i 
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the trend may be very many times larger than the o 

discrepancy whichtvas the start ofitalL Thus a 

change results in a large ultimate change m the Xa onal 

Income. The ratio between them is usually known as the 

' “Bm before we go further to an ”ij 

in which Saving and Investment behave in the trade cycle, 
rts. pausc'first of all, to note how -Pk. 

theory aecords with the ftnanuty of Mon^ 

second to make a brief reference to some of pe lallac.om 
theories of money that have attained widespread recogmtio . 

The Lng-and-Investment theory can expla.n a number 
of things about the behaviour of money that t ^ 

Theory cannot For example it can explain why it is that 
shortage of money can always, or nearly always. =‘»P » 

Kilt nlethora of money cannot start recovery. 

IttSl^nUhatt bein/lnitiated at any time, and somebmes 
1 mart nf it Is financcd on borrowed money. H t 
LSs ar^ reluctant to grant fresh loans, or if they charge very 
high rams of interest, to will act as a severe deterrent to new 
° 14.2 



MONETARY DEMAND 

Investment, which will consequently tend to fall behind 
Saving. But on the other hand, Investment is undertaken 
in the expectation of profit, and if there does not seem to be 
any profitable avenue of Investment, the fact that money can 
be borro\ved easily and cheaply may not induce business men 
to venture on much new Investment. We come back once 
again to the metaphor of the governor on a motor — it can 
stop its accelerating beyond a certain point, but it cannot 
make the motor go faster when it is running down or start 
when it has stopped. The large-scale creation of money at 
the bottom of a depression w ill have a beneficial eflcct only 
if it stimulates an increase in Investment. And it is fully 
possible that the creation of money, by frightening people 
into the belief that the Government is embarking on an un- 
sound policy of profligacy, may actually have the opposite 
effect of scaring away what Investment there is. 

The Saving-and-Investment theory can also shed a good 
deal of light on that element which, in any version of the 
Qiiantity Theory, remains mysterious — the velocity of circu- 
lation. In the last chapter we could get no further than to 
suggest that the velocity of circulation depends on the pro- 
portion of their wealth that people want to keep in the form 
of money. We could find reasons why, when this proportion 
starts to rise, it should go on rising, and why, when it starts 
to fall, it should go on falling. But the Quantity Theory was 
unable to suggest why these alternative movements should 
ever start. Now we have a clue to the explanation. For 
when people save, they are putting more of their wealth 
into monetary form, and when they engage in Investment, 
they are moving their wealth out of money into durable goods. 
Consequently, when Saving exceeds Investment, the com- 
munity as a whole is increasing the proportion of its wealth 
that it wishes to keep in the form of money or money claims. 
The velocity of circulation accordingly falls. When Invest- 
ment exceeds Saving, the contrary influences come into play. 

But it is an over-simplification to speak as if the only 
alternative to holding money is to buy goods. For the great 
majority of people the immediate alternative to money is 
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one of the forms of near-money that were described m 
rhanter ii If they have more money on hand than tliey 
think thcv need, they buy securities, usually (but not always) 
of the ncar-moncy kind ; and when they find themselves 
short of money they sell securities. Ancl /hey have no 
securities to sell, they borrow from the banks, who them- 
selves (assuming that there is no change m their cash reserves) 
sell som" securhies to make room in their balance-sheets for 

the new advances. ^ ... 

The relationship between the volume of money m ex.st- 
enee and the amount that tlic public wants to hold cannot 
be understood without taking into account these form of 
n arrn)ncy It will be remembered that, in the desenpbon 
"rthm rn chapter ii, we found everywhere the eonhiet 

between liquidity and income The ,, 

money the less is the interest it will earn for its holder^ it 
luid be possible at any time to draw a curve, in which th 
Tte of inwrest was plotted on the vertical axis and the 
lem^th of time before a security will become / 

nlotted on the horizontal axis. The curve would rise stead y 
f the right, from money itself yielding no interest at a n 
rhe bottom left-hand corner to the 

i"h?butifllSn« always rise with equal steepness, and it 

■ifuValso change i-hape from 

The amount “f >n»;y that the pu^ 

particular time to ho th amount; it 

‘ liquidity preference ) _ obtained by 

depends on the rate of m er interest 

moving from money to near-money ^ ^ a« 

,0 be obtained on “nt-money «ur 

,he public preference will be to hold a relatively^^^^S^^ 

of money. But if a tempting y § ^ smaller 

obtained, then the public may public’s 

amount of money. Thus • ^jy by saying that 

demand for money “"f ' ^ 
i, is - the proponron “f “"“le the definition 

desires to hold in liquid form , to make 
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exact, we have to add tlie phrase ‘ in \ icw of the rate of 
interest obtainable on securities.’ 

Tliis is a most important qualification, as can be seen 
by following out the processes of the market. Let us first 
replace the cumbrous phrase ‘ the proportion of its total 
resources that the public desires to hold in liquid form, in 
view of the rate of interest obtainalde on securities ’ by the 
letter L. Now let us suppose that M, the volume of money 
in existence, comes, for some reason, to fall short of L — that 
is, that the public wants to hold more money than there is. 
This could happen for one of two reasons, either because 
the Central Bank has decided to reduce the volume of bank 
deposits and has started selling its own assets, thereby reduc- 
ing the Member Banks’ cash reserves and compelling them 
in their turn to contract ; or it could happen because the 
public has for some reason altered its liquidity preference, 
revised its opinion about the volume of money that, at the 
prevailing rate of interest, it wishes to hold. In any event, 
whether because M has been reduced or because L has risen, 
there is a shortage of money. There will follow a general 
attempt to move down the curve tow'ards money. Every- 
body will be trying to turn securities into money. If the 
volume of money remains constant, they cannot succeed ; 
the public cannot hold more money than there is. But in 
the effort to convert near-money into money, everybody 
will be trying to sell securities, the market prices of them 
will be forced down, which is the same thing as saying that 
the rate of interest obtainable by holding them will be 
forced up. 

The piocess will continue (still on the assumption that 
Mis held constant) until rates of interest have risen sufficiently 
to tempt enough people out of money into near-money — 
that is, until L has fallen to equality with M. The pubhe’s 
demand for rnoney and the supply of it will have been brought 
wto equilibrium again — but at a higher rate of interest. 

course if the Central Bank had been willing to meet the 
increase m L by permitting an increase in M, these con- 
sequences would not have happened. Additional supplies 
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of moncv «oi.id lhe.i be a™i'"ble lo meet the mcreasetl 
de.™ttl lor monev and there need be no sate of secunties 
int is to sav, there need be no sales on bahnoe. Those 
"mbL of .!.; pnbhc who wan, to '-I more mo^ney do 

not receive the new supplies as a free g , Y 
.11 fhnr securities to tret the money they want , but tne 
creation of new cash reserues by tlie Central Bank simu - 
lan'eouslv induces the Member Banks to go into <he market 

An evress of M may arise cither through the 

money when the pubhe has shown "» f , 1 ., 

case has often happened m 

authorities of a country, o ^ ^ bottom of a 

of the Quantity Theory, have attmpted at the 

depression, to raise prices and m _ ^jg^otees of the 
pjnping money mm -™.a.,on. Jhe^devm ^ 

Quantity T hemy „„ i„ ,hese circum. 

a loss to explain why the ere i^^mediate effect is to 

stances does not put up There is there- 

create more money than i p near-money, 

fore a general movement o Y ^ 

Prices of near-money securities _a.e P 

,iQ,ds are forced down ; 

of money seeking iiivestmcn . becomes 

must be reduced or else interest rates 

worth wliilc investing money-that is, 

creased up to the level of M. _ rchtionship between 

Thus there is in existence, the pro- 

thc volume of money th acti y^_^ 

portion of it.s rcsouice. > tint is obtainable on 

aid f, ,t„, and the rate ci m . 
near-moiicy stocks. Aigcu 7 
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represented as M:-L/rulure r is the rate of interest. An 
important point to be borne in mind is that (he level ol' M 
is entireb' deeidi-d by the Central Haul;, with the public 
playing veiy little part in the deeisiDii, l)iit that L is eiitin Iv 
the public’s dcci^il)n, uhidi the Cic niral Hank can do little 
or nothing to inlluencc ; r is the factor (hat ir com ales these 
two independent decisions with each other. 

It lollows from this that the rdh ct of a ynen i h.inye in 
M on the price le\-el is not a simple caiM'-and-eUi ct la I.iiion- 
ship, as the Quantity dheory sujjposcd, but a most comple.x 
chain reaction. The first eflect of a change m IM, snpjrosing 
there to be no simultaneous change in L, is on the rate of 
interest. That, in its turn, in ways to be c.xamineci in later 
sections of this chapter, brings about changes in the relation- 
ship between Saving and Investment, whii h in turn influence 
the le\cl of activity and hence the level of prices. And the 
same chain of reactions can be brought about by a change- 
in L, without any alteration in M. The Q_nantity Theory 
is therefore far too simple. But that is not to say that it 
is wrong. Indeed, in its fundamental sense it is perfectly 
true. The relationship between Savings and Investment 
governs the short-period fluctuations of employment and 
of prices. If Savings are in e.xcess of Investment, then prices 
will tend to slump below their equilibrium level. If Savings 
are less than Investment, prices will lend to rise above their 
equilibrium level. But the equilibrium level itself is at least 
roughly determined by the quantity of money in existence. 
The fact that the price of a ton of coal varies round about 
the figure of £% and not about 3s or ^^30, is due to the 
number of pounds in existence relative to the quantity of all 
goods and services to be bought. Prices can go up in a boom 
without any proportional increase in the supply of money ; 
but they cannot move to a permanently higher level unless 
^ere IS a permanently larger supply of money available. 
Ihe Quantity Theory of Money explains, as it were, the 
average level of the sea ; the Savings-and-Investment theory 
explains the violence of the tides. 

The theory that has been expounded in this chapter thus 
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TOCS considerably nearer to the reality of things than the 

On nthv Theor^-. It reveals the fundamental tendene.e 

rf hkh the behaviour of money and pnees rs rnerely th 

surface svmiuoiu. And it uncovers the signjficant fact hat 

tmuble occirs when money is asked to do the imposable- 

vlrli for individuals when the community itself is 
,0 store wealth o h,, fonnsed part 

d crme of economists only during the past 

dea* or so. But a nutnber of independent tlunkers- 

mmltk all the way from out-andmut cranks <0 repu able 

heretics— had appreciated the basic fact, t ^ f 

1 V frv -1 Inrk of income rather than a lack oi 

S:r:i:ma.:;\ea;dur,ngwhichtheo^A^^^^^^^^^^^ 

hi:::: were^niy successful tn-^^ 
to 1. logical conclusion. In partic ^ 
editeertlnmles appear to efody fallaoous reaso^ 
will l,e worth while diverging from our mam path at tins po 

to discuss them. 

fallacies 

The fust of dtese ™uS 

the cllccl that Saving has ‘ j- appreciate the 

Oinv of incomes and ^ c p.> These 

.,pp,,Ue elVcc, of Investment f Ltinuous 

theorists conscfiucntly argue . expenditure of the 

tendency in the ^ ^3^ of producing the goods 

community to be less than e cost ^^P 

and servic.es that aie .uaila United States 

theory that was 

in the years immcdiateh preceding Catchings. The most 

advocated by Messrs Foster ^ Catch.ngs^^^ 
extreme form of the thcoiy, m\\^ , forward by 

the one with the largest o ow , movement. 

Major C. H. Douglas and the Socu 

According to Major Douglas . ^^cr, but also 

saved entirely lost to the lund^of purchasing po 
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all those items in the cost of production that are not paid 
directK' to coii'^uincrs (c.<t. interest ])aid ter a Irank, miucA' 
allocated to dcfnec iation, nu'iney jiaid to other liu-iness 
firms for machiiu rv or supplic's or raw iiMierial '. lie 
apparently^ luild^ that the ‘ yaj) ’ in the ciiaular flow of 
money and expenditures is sometimes as laiye as 90 per 
cent ; that is, of all the money |raid out by indu'trv, only 
10 per cent ever gets into the hands of consumeis and is 
offered in exchange for industry's products. Any sin h figure 
as this is clearly nonsensical ; but it is worth while explahiing 
that it does not matter veiy much wdio is the first reiijiient 
of any money paid out by industry as jiart of its costs of 
production. \Vhat docs matter is whether the monev is 
paid out again by its recipient and cwi-ntually reaches ilu' 
hands of a consumer. Thus a baker's costs of production 
include the wages he pays to his employees (who are them- 
selves consumers), payments for flour, yeast, electricity, rent, 
etc., etc., and if he is to stay in business the amount of money 
coming forward to buy his bread must equal all these pay- 
ments with something left over for his own profit. The 
flour-milling company that receives the baker’s payment for 
flour has payments to make for corn, electricity, w'ages, 
interest, etc., etc. Nowg it is essential for the smooth work- 
ing of the system that the full amount of money paid out by 
the baker should get into the hands of consumers and be 
spent by them on bread. The only thing that can stop this 
happening is if one of the intermediary recipients saves some 
of the money instead of passing it on ; if everybody passes 
it on, none of it is lost to the circular flow, and if it is not 
spent on bread it will be spent on something else. When 
we have allowed for Saving we have allowed for everything 
that takes money out of the stream. And if people are 
Investing as much as they are Saving, as much is being put 
back into the stream as is being taken out. 

The answer to the ‘ under-consumptionist ’ theories is, 

> Apparcntly-because throughout his writings Major Douglas's economic 
theones are not only obscurely presented but overlaid with a vast amount of 
political, sociological and even racial nonsense. 
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then, that there is no permanent, inescapable and continuous 
cause working to make consumers’ incomes insufficient to 
buv at profitable prices the whole output of industry and 
am-icultiire. They may be insufficient at some times and 
more than sufficient at others, and the ” 

relations between Saving and Investment. The unde^ 
consumptionists are sometimes wrong and sometimes rig 
but even then their reasoning is faulty. 

Ifvou believe that saving causes an unstoppable gap m the 
monetary system, the obvious remedy is to create enough new 
monev to hll the gap. Some writers would 
monev in the hands of producers-that is, business firrn 
loans.' Others, ineluding hlajor Douglas, would plac^it 
the hands of consumers— that is, the ordinary citize 
free gift.' But both groups of theorists are agreed that ne 
money must somehow be put into circulation to r^place th 
• abstracted by saving. Now if th-reation 
r t ikes nlacc at a time when Saving is m exces 

the so.a,ll«l ,p„rt in 

little peteeptiltle inlluence 

« I™ dinercnt am "“f “t 

all, liiii- of arsument is that P'e'e"' ^ HobsInVu 

ivilh so, li sloll l>y tlte |ate X t ■ ^ V ‘ . puniag so much 

ir:^:::::'t'he'S 


Viir rxaniplc. in bi: 


„ ,o 11,. C.mn 


I., in bi5 cviflcncr to tlir be given new 

he jiurthascd. 
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consume it all, produces too much savin". Hohson did not, 
however, mean that Saving exceeds Investment, because the 
difliculty arises, as he saw it, ju'ccisely bec.uise this undue 
amount of Sa\ing is Invested. It is Invested, he said, in 
improved machinery and more eflicient means orjundm ing 
goods, so that the cjuantitc' of current goods coming mi to tlu' 
market becomes greater than the poor arc able to buy. 
‘ Over-production ’ and a slump result. According to this 
theory, if Investment is made large enough to ctpial Savings, 
the system is kept in equilibrium this year, but only at the cost 
of producing such a flood of goods a year or two hence that 
the markets arc swamped. Hobson’s point was not that 
Savings tend to e.xceed Investment, but that both Savings 
and Investment are too large, and that the trade cycle and the 
prevalence of unemployment are both due to the mal- 
distribution of incomes between rich and poor. 

Clearly, the distribution of incomes has some effect on 
the volume of Savings and therefore on the relations between 
Savings and Investment. If there are great inequalities of 
income and many rich men, there will undoubtedly be more 
saving done than if all incomes arc equal. One man with 
an income of ^10,000 a year will probably do more saving 
than ten men with incomes of ;^i,ooo a year each. If there 
is a great volume of Saving, it may be difhcult to find enough 
profitable schemes of Investment to absorb the full amount. ^ 
Thus indirectly the inequality of incomes may lead to an 
excess of Saving over Investment and a deflationary state 
But this was not Hobson’s theory. He held that even if the 
excessive Savings of the rich are Invested— indeed, because 
they are Invested— there will be a slump. We must inquire 
whether this is true bearing in mind that if it is true, it 
shatteis the central doctrine of this cluapter, which is that the 
essential condition of equilibrium has been achieved when 
Saving and Investment are equal. 

There are several reasons for believing that Hobson’s 
diagnosis IS wrong. To begin with, slumps do not arrive in 


> More strictly, it may be difficult to find enough projects of Investment that 
will return what is currently accepted as a reasonable rate of interest 
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u. wav Ih.:v U(n,kl H'hv were right. In that case the prelude 
to a slump would h- a growing glut of nianufarturcd goods 
whieh, owing to tlv lailu, r ofde.inand to incxease, would force 
aown? hut it is not so. Usually u, the penod just 
before the inilial eiUis of a slump there is a general shortage 

,f,,anuhu:tuivd .>>ods, and at the crisis it is not the su^y 

that increases hut demand that suddenly fal s ^ 

eouenee of events might possibly be explained away (though 
p toiild be curious if events presented themselves unde a 
guise precisely opposite to their real character. But ■ 
Lre difiicult, under Hobson’s thesis, to explain he fact that 

Investment of the rich arc at their lowest arc slump yea , 
and the years when they arc at their highest are boom year . 
UK S scenes .0 be te Hobson has nsis.akcn t e con- 

„e„ccs of ‘ky— ,he Lure 

ments would be 1 ^ A a latisfactog rate of return, 

&; cl::irnot do there were an i.^^t Je-nd 

for the of additional capital to 

usually the ^ results automatieally in a great morease 

a mechan cal process r utts^ „ake goods 

‘Z cheaply. It is the lower price, attracting a greater 
Tmand. tlU leads to a higher produetton. 

None of these, however, seems to be the^de^ 
objection to the ‘ »''e'-Production heoiy^ 

*rdre 
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b(n.l'> lia> been ])aicl im' uiakiiiL;' thnM- noods. pAa ry ])' imv 
ol their jtriee renioents a pa\inent that has hccn made (( 
soiiiebotlv - ritluT woiki i , law niaU i iai siipjtlicr or 1 1 adie ir. 
Enouyh iiitoiiies liave beeii eia'alrd iii tlu/ pKuC'S n| pindm - 
tion tn buy the yends. I he iiuomes may not bt' spent on 
these panirular aouds. but il' imt ihcv ate avaiialde lor other 
gootis <111(1 theie is no luial lailuie ol cK nuind. Phe only 
thing tluit can le<id to a o,,f:ral delii iem \' ofdem<md for goods 
th.it lia\e been pioduccd (and lia\e crc.ited ineonics in the 
process of produetionj is if nmre is subtracted front the total 
oJ incomes by Saving than is added to them Itv In\-estment. 

The ‘ o\Tr-production ’ tlieorv, then, likt'’ tlie ' tmder- 
consumption theory, is, in a sens( , sometimes right, Imt for 
the wiong reasons. The maidistribulion of incomes imiy 
make it diflicult to equate Sacings and Investment— bnt if 
thc\ are nevcrtheles.s equated the eommunitv can move 
towards full emphjymcnt in spite of the inecpiaiitv of incomes. 
Indeed m a new country, where there are large opportunities 
for profitable Investment, a greater equality ol incomes might 
lead to an inadequate supply of Savings and either a slower 
rate of economic progress or a constant danger of inflation. 
In Russia, where the Soviet Revolution his reduced the 
inequality of incomes (though not to as great an c.xtcnt as 
might be thought), the Government has not found it possible 
to rely on the free savings of the people, but h<is consistendv 
imposed on the Soviet economy, as a means of supportimr the 
gigantic Investment programmes of the Five-\’ear Plans a 
higher rate of saving (that is, a lower rate of consumption 
rc ative to prociuction) than the Russian people would freely 
and individually choose. But at the other end of the scale 
there is a school of economists in the United States who hold 
hat, If left to themselves, the American people will save more 
than such a relatively mature economy ’ can Invest, and that 
It IS therefore necessary, if there is not to be chronic cledation 
either for the American Government to initiate a great deal’ 
of Investment on its own account or for income to be re- 
distributed in favour of the poor, who will not save so much 
he conclusion would seem to be that the actual distribution 

153 



SAVING AND CAPITAL 

of incomes that prevails in a country may make it difficult 
to equate savings and Investment. But this is not always so , 
nor is the disequilibrium always on one side. _ It may even 
alternate from the one side to the other in a single countiy. 
Thus there may have been a case in Britam in the ; 

thirties for arguing that there was surfeit of saving h^ 
would be cured by a redistribution of incomes. But the la 
nineteen-forties and the nineteen-fifties are more likely 
sulfer from a shortage of saving. 

SAVING, INVESTMENT AND THE 

trade cycle 

The theory that has been developed in this chapter has 
already ivithstood one or two tests of its 
credibility It remains, however, to be seen whethe 
be fitted^ithout strain, into the familiar sequence of event 
nf the trade cycle. Can it explain why the volume of 

'""^ThTfost step in this demonstration must be to inquire 

“^‘ih^votame of Saving depends, ultimately 

Cd- ' -rieV offactom. I. dej^nds foe ^p e » 
how many individuals share in th to h “ 
million had to suffice, at o ay p . 
population of Great Britain we *ould “U 

valion that very little affected by considerations 

again, the amount o Savm w^^^^^ 

“.tt^c cX— 
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The availability of expensive means of con'-uni|)ii(in may 
also have an induenee ; thus there VNouhl prr)l)al)l\’ !«' more 
saving to-day it the motor ear had ne\er been inveiued. On 
the other hand the existenee of eoiu’enient means of saving, 
such as lite insurance aiul contributory pension jtlans, possiblv 
increases the total ofsavingd The rate of interest that can 
be obtained on savings also has some inllin iice — tliough it is 
almost certainly smaller than has oltcm been imiintained. 
Indeed there arc some ways in which a higher rate of intere-^t 
may lead to smaller, not larger, savings. For example a 
permanent rise in the rate of interest would lead to a reduc- 
tion in the rates of premium on life insurance ; they \snnld 
also make it possible for retired persons to live on a smaller 
accumulated capital ; and on both counts less saving would 
be done by those whose only saving is to provide for their 
old age by means of life insurance policies. In general, how- 
ever, a comparatively high rate of interest on sac ings can be 
expected to evoke a larger volume of saving than would be 
evoked by a lower rate of interest if evciv other circumstance 
remained the same. 

Yet none of these factors is the dominating inlluence on 
the changes that occur in the volume of saving from year to 
year. Neither general thriftiness, nor the size of the popula- 
tion or of the average family, nor the desirability of motor 
cars changes from year to year. The dominant factor that 
determines, in any year, how much out of its income the 
public will save is, quite simply, hoiv large its income is. The 
larger the income the more will be saved ; when total income 
falls, savings also faU. But changes in the size of the com- 
munity s income, as has been demonstrated in the earlier 
sections of this chapter, are the result of the relationship 
between Saving and Investment— that is to say, the volume 

of Saving is the consequence of the trade cycle and cannot be 
Its cause. 

We must not, however, entirely dismiss Saving from con- 
sideration as a causal factor. The actual volume of Saving 
that IS done at any time is the result of two factors— what 

‘ So long a3 more is being put into such funds than b being uLen ont 
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>vf mav call the public’s propensity to save and the size of 
its income. It i. tlu- propensity to save that dcteimines that, 
s,v £100 million will be saved out of an income of £. 000 
million Irio million out of £2,000 million, £500 million 
out of i'.pooo million, and so lorth, and these_ results depend 
iiDon the af'<me<rate of a vast number of individual detbiom. 
The she ofThe public's incume is, however, the result of the 
„a,c'.,f trade-!, ud to that extent the volume of Saving 
also a msultant and not an originating factor. 

' Let us now turn to Investment and inquire what deter 
mint Its magnitude. What decides a bustness man wh n 
s wondering whether to undertake a piece of Investment 

future-and of cours It > g the profits 

IS the guess to prove wrong twenty years 

to be earned by Investment Y’ t it was, 

,oay indeed be a factor whib, iI^^V -^m^, „on's 

was quite “ “ considerably from time to timc^ 

estimates of It may vary y will be little demand 

Thus, if there is a "“p 'Zm being influenecd 

for houses b“£lmle or no bcLing on what the 
by that, even though it has li average of the next 

demand for houses is going to ^e^ 

twenty years, or over an ev § ^ i^ jg always 

Investment necessarily relates present. More- 

being influences intervening to 
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viously unsusjKctod field for profit. iMe Invextinent. \'t't in 
general we can say th.it the chief iiilluence, not on the 
piofitabi]it\ of Iiuestnient but (*n liu^iness men s 
of its profit, iliilitv, is the' state o| i;'ener,il demand at /ev u e/. 
Tliis is when a slump i onu s, w hate\ (T nuo- h.uc c.iusetl 
it, it tends to be accoinji.inied by a reduction in the \olunie 
of Investment. 

So much for the return on Investment. The other 
element that coniI)ine,s with the preispective retuin to deter- 
mine the profitability of Investment is its cost. Cost ni.iv 
mean the cost of the labour and materi.ils rcipiired to m.ike 
a duiablc object. For example, if building wages ha\e been 
pushed up very high, and if bricks, timber, glass, etc., arc all 
ver)’ expensive, the possibility of making a profit in the future 
out of houses built now may be considerably diminished. 
But the most important element in the cost of any enterprise 
that depends on putting capital down now in return for re- 
wards in the future is the rate of interest th.it h.is to be p.iid 
on the capital that is borrou'ed for the purpose.’ When a 
business man is seeking to determine u hether a given piece 
of Investment will be profitable he is asking himself whether 
the income it can be expected to bring in in future years 
will_ be more than the interest he will have to pay on the 
capital he borrowed to create it. And clearly, if the rate of 
interest is lowered, the apparent profitability of Iimestment 
will be increased. This is a most important— indeed a 
vitally important-firct. The rate of interest at which monev 
can be borrowed for considerable periods for purposes of 
commercial Investment is, in this country, rarelv as low as 
3 per cent and rarely higher than 7 per cent. Now there 
IS a very big dififercnce between 3 per cent and 7 per cent 
For example, if a house costs ^1,300 to build, i^ weekly 

of 1 

it, its probable return hal to be w Xd St 1 ^ 

be earned by lending the money instead ofn 

the two case are siXar In .t c. n ^ Thus 

could earn, has to be forgone. In cither case l e e? r ^ "‘■''-‘.'’‘'■"'“K. or 

factor in the calculation. ’ '^‘tt® of interest is a decisive 
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rent must be 35^ if the builder borrowed at_ 7 per cent,' 
while it could be as low as 15s a week if the capital had been 
borroived at 3 per cent. And when the Government or 
local authoriiics make money available for house-bui mg 
,t ^ per cent pas onlv they can do, no-one else being able 
1 bln-.nv ,0 dicplvi: the weekly rental of a £.,300 house 
can be as low as 12s 6d. Clearly the demand tor houses is 
enormouslv influenced Iw the rate ot interest that is charge 
for borroued monev. The same is true of other forms of 
Investment. The desirability of dcctrifying^aU the radwajs 
of the countiw, for example, turns very large > 
of interest at which the capital expenditure involved could 
be raised The desirabilitv of building a new factory depends 
on an climate whether the profits that it will be possible 0 
fn r the articles to be produced in the factory wfll be 
0“ less rhao .he io.ercs, .ha. will have .0 be pa.d on 

“"The nlleot inlew-s. is .h..s a vital factor in determining 
.he S t. me of Uvestment. In any sc. “f p— 
reduction in the rate of i...ercs. w.ll tend to lc.td to an 

...crease in the voh.n.o ^es..„™. 
f„rtu',,..elv wc cannot SO 
Invcstme... ca.i .at an> ti 

pula.ing the rate “ .he b.tsiness 

■“ V”""' Villsei^m ::;.eh moTe”.'-”..” 

ran fro... pa,i..g for .he - 

;;;.;;s:::n.ri:-mmn:h...-n^ 

ari)ffci.tUou. 
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a given Investment may be estimated to yield 8 per cent 
in peace and nothing in war. If there seems to be an even 
chance of war breaking out, the business man \vould have 
to be able to borrow money at less than 4 per cent to cover 
himself. At other times precisely the opposite is true ; the 
community is so prosperous, such large profits are being 
made from projects of Investment and the future seems so 
secure, that the business man will promise to pav almost 
any rate of interest to get his hands on capital. ' Thus it 
may be theoretically true to say that, if it were possible to 
manipulate the rate of interest charged on borrowed money, 
It would be possible to make the volume of Investment what- 
ever we wanted it to be. But in practice that would involve 
not merely perfect^ ability to manipulate the rate of interest 
(a matter into which we shall inquire in the next chapter) 
but the ability to manipulate it between, say, plus 20 per 
cent and mums 20 per cent. 


_Ve have, then, arrived at this point : the volume of 
having depends partly on the propensity to save and partly 
on the size of the National Income— that is, on the state 
ot trade ; the volume of Investment depends partly on the 
state of trade and partly on other factors, of which the rate 
0 interest charged on borrowed money is the most important' 
and^ the state of trade depends on the relationship between 
Saving and Investment. At first sight we may seem to have 
got into an impasse, for the state of trade appears both as 
cause and as effect. But in point of fact it imprecisely th" 
complex relationship that enables us, with the instrument 
of this theory, to give a complete explanation of the trade 

three facts. Fust the fact that while both inflation and 

fltertate "Jhat" m"'" cumulative, they nevertheless 
alternate— that is to say, each first feeds on itself but later 

occurs at fairly regular intervals. And third, the fact that 
he transfornrahor. from boom to slump is usually violent and 
udden while the contrary change at the bottom rf the slump 
from which recovery emerges, is very slow and gradud ^ 
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Let US hco'm with the position just after recovery has 
.ivcn way to decline. We will investigate shortly why tins 
transformation happens ; for the present we start from the 
assumption that it has happened and that Saving has come 

to exceed Investment. As a result there is a gap m the 

circular flow of money ; demand is below what would be 
„cc«s»ry to buy the goods and services produced - and he 
level of activity is consequently tending o fal . We hav 
to explain whv this process goes on cumulatively for a ti_ 
and' then reverses itself. It is easy to see how depre jon 
feeds on itself. The fall in the communal income will reduce 
he voTun« of Saving. But it will also tend to reduce the 
volume of Investment, for the fall tn 
Investment look much less attractive. Thu, 

Ws and Investment will fall together and there wdl be 

Tf Jviims are /^o million when income is £ 5 fiOO 
Sn tie Goo million when income 

i, £4,000 million. The bigger rf 

lUcessary-tang^hat people wtll make very heavy sacri- 

fccTo pelrm. but this may be outweigtaMs 

sion deepens, by the “ny" 5 Aife fall in Investment, 

on their ayunaukanons of . e s.^ T ah_^tn 

on the other hand > q„i,o exceptional 

depression proceeds, unle currency crisis, to 

happening, such as a batija^ oToSrOTrpemds 

increase the fears ““ot raw’^ tXials.'ind in 

business men pile up heavy , . pQuidation of these 

the early part of “ f “ 

has been finished, because «ocks tave been redo 
mimmum necessary for carrymg on business, 
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tlir decline in IiuTstmcnt is removed. Moreover, there are 
at any time certain projects of Investment— cspecia.lK the 
renewal of plant — for which fund^ have been accunuilatcd 
and which will be undertaken in any case. Or again, the 
depression may lead the State to undertake a programme 
oi public works. I bus if the communal inc'imc goes on 
falling, a point must come at which Saving, in it.- fdl, over- 
takes Investment ; for while the production of durable 
goods can hardly cc'cr cease completely, the net Sac'ing of 
the community might conceivably vanish altogether. Thus 
the extent to which the community's income has to fall 
(i.c. the extent to which unemployment has to rise) to restore 
the balance depends (if there is no cha.nge in the public’s 
propensity to save) on the extent to which Iiwestment can 
be stimulated either by a programme of public, works or 
by reductions in the rate of interest or by the avoidance of 
action likely to stampede business men, or by other means. 

The trend once having been reversed. Saving and Invest- 
ment will tend to chase each other upwards. Each increase 
m Inve,stmcnt will increase the national income and diminish 
unemployment. Part of the increased incomes thus created 
will be saved ; but part will be spent and this additional 
consumption will make new Investment seem even more 
prohtab e The community is in the happy position of 
being able both to spend more and to save more. The 
increasing volume of Investment requires an increasing 
volume of money creation by the banks, and if there is some 
ngid quantitative limitation on the creation of money the 
whole process ma)- be brought to an end when the banks 
run up against that limit. New advances will be refused 
the rate of interest will go up, and the volume of Invest- 
ment will be choked off. 

».l bnng the upward phase of the trade cycle 'to an end 

m ““ume more and spend 

Ifth ^ unemployed resources of 

labour and cap.tal, whose re-employmW increasTthe 

i6i 
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nviPH il income both in money and in real terns. But as 
soon as ‘ full cmplovment ’ ^ is reached this is no longer 
oo.sible If Investment is at that point still increasing and is 
^thl eater than Saving^if, that is, money is sihl being 
i.isermd into the circular Bow in larger quantities than it 
bcimr taken out-aii increasing quantity of money is being 
\ for a cuiantity of goods that cannot be further in- 
creased Pi-ices rise,!and the further increase of Investment 
rde P<...iblc only by the fact that the public is compeU 

nubile when forced to retrench by rising prices, inay y 

»d-.. ...... " ~i':s 

smaller volume of current goods is bem s ^ Y 
sold « higher pricer, the >» 

industries rs as large as ever ^ ^ business of 

nery profitable. So, ,be 

mating But thi is a false paradise. 

Rising prices affect the that if 

and the 6“ , g„ods industries is fallrng, 

the volume of sales in the cu & other durable 

thke will be less demand for machruery^nd mher el^^ 

goods to Ae“priblic to consume less, 

has cut the ground from under its own fee ^ 

Thus, iufla, ton, like ' ['triuio play In the 

tensify itself. But there are or inevitable. Moreover, 
later stages which make a tevm development and 

» sec footnote, page 138 
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are satisfactorily explained. The third— the tendency foi 
there to be a sharp reversal at the top and a very gradual one 
at the bottom— can also be understood when it is borne in 
mind ±at the dominating part in the movements of the trade 
cycle i.s played by the volume of Investment, which in turn 
depends on the psychology^ of business men. People can be 
scared in the mass, and quickly ; the restoration of confidence 
IS a much slower and more painful process. Moreover a 
significant part is played by the volume of stocks of goods and 
materials. At the height of a boom, traders have large stocks 
which they have bought at high prices. If for anv reason 
hey get scared they will act quickly and drasticallv, since 
the alternative is to suffer heavy losses. But in the 'reverse 
ase, at the bottom of the slump, when the opinion begins to 
gam ground that it would be wise to build up stocks before 
pnees beg.„ rise, even the „,„s. confidcM traderS 
haidly move other than cautiously. For this reason fh.> n 
material markets may be transformed overnight from ‘ seller’I 
aikets (i.e. where buying is insistent and the seller is in 
he strategic position) into ‘ buyer’s markets ’ while the 
opposite movement is much slower. But the trend of th ^ 
markets has a p„„erful catena, and psychoL 7ca?effe^ » 

with 

bjgh, an end by a sholiage uTX'Ihrr:: « 

wMe al^e'Xre^d rf Ihe";* “oL'” 

has any influence at all it can produce its efipet"''! k ““"'y 

available at low rates of inter«t for those h 

can overcome them timidity The ^rof sT”''’ 

from drinking is necessarily harp and suddl^rh® " 

.o.^™.erandpers„adeL.o^drt^krylVa:i)rsever 

.0 comVwZr„rr,ir„‘pt?'^‘" 

behaviour of the trade cycle. Tte prlticai ' I 

suggests is that the puzzling fluctnathi r v 

general demand, with their Lnspo f 

, wun ttieir co^nsequence of unemployment, 
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arc due to the interactions of two ultimate factors, the public’s 
pn)])ensity to save and the volume of Investment. The pro- 
pensity to save 1 does change from generation to generation 
and it is susceptible to alteration by public policy (e.g. by 
changing the distrifjution of incomes). But so lar as any one 
trade cycle is concerned, it must be taken as fixed. It 
follows, therefore, that the governing factor in any particular 
trade cycle and the one that must be brought under control 
if the trade cycle itself is to be controlled, is the volume of 
Investment. Of all the influences that bear upon the volume 
of Investment other than the state of trade itself, four can be 
selected as of paramount importance— the supply of scientific 
inventions (which largely determines the actual return that 
can be secured on Investment), the state of business confi- 
dence (which determines whether the actual prospects are 
over-estimated or under-estimated), the rate of interest 
(which determines what rate of prospective return is sufficient 
for action to be taken), and the volume of Investment under- 
taken by the State itself, which need not be governed by the 
same considerations as private business men. Of these four, 
only the rate of interest is a monetary phenomenon, which 
can be influenced by monetary means. 

One more word should be said about the nature of the 
object for which control should be exerted. Much has been 
said in this chapter about the necessity for producing an 
equilibrium between Savings and Investment. A position 
of equilibrium is the only stable position possible, since on y 
then is the National Income under no impulse either ot 
inflation or of deflation. But it does not follow that there is 
only one equilibrium position possible, or that any equili- 
brium is satisfactory. It would be perfectly possible to have 
Savings and Investment in perfect equilibrium but with a 
gigantic mass of unemployment-stability m depression in 
feet. Several countries found great difficulty m the two inter- 
war decades in reducing unemployment beyond a certain 
point— as if there were some fixed level above which Invest- 

1 The propensity to save is not, of course, the same thing as the actual 
volume of Saving. See pages 155-6. 
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merit could not rise. The only ccjuilibriuni (hat is fully satis- 
factor^' is equilibrium at full employment. That should be 
the object of monetary policy. 


MONEY I 


VV K. 1 J M is 


The economics of war is a wist subject. \\*e arc here 
concerned with only one corner of it, the part that money 
plays in wartime. Inevitably it is a rclatiia ly small part, for 
price and value, the elements of nionec 's being, become 
secondary considerations in warlime. When a "''nation is 
fighting for its survival, the question it asks is not ‘ Is it worth 
It .? ’ or ‘ Can we afford it ? ’ but ‘ Is it physically possible ? ’ 
Money is at best a camp follower, keeping the books after 
decisions have been taken in terms of men or materials It 
has been said that the chief object of financial poliev m war- 
time should be to sec that nothing is ever decided on'fmancial 
grounds. There must always be money for everything. 

The economic problem of wartime is to provide the 
Covernment with command over as large a proportion of the 
resources of the community as possible. Men and women 
materials and machines, must all be taken away from their 
normal peacetime employments and devoted to the business 
of war, and there is never any limit to the insatiable demands 
ot the war. The following figures show, for the United King- 

National Output op U.K. ln 193 S and 1943 


Output produced at home 

Interest and dividends received from abroad 

R j /• , National Product 

borrowed from abroad 

Total Available Resources 

Expenditure on Consumption 
Government Expenditure— War 

Provision for the Maintenance and Increase 
of Capital 


Total Expenditure 6,811 


1938 

5,500 

175 

1943 Charitje 
7,181 4“ 1,1) 1 5 
88- s7 

5,741 

70 

7,209 + l"^ 
490 + 426 

6,811 

7,765 + 1,0.74 

4,252 

330 

453 

3,641- oil 
3,552 + 3,216 
413 - 40 

770 

169- 011 

6,811 

7,7(>7 + 1,9.74 
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dom, the size of the total national output in 1938, the last 
complete year of peace, and in 1943, when the war effort 
reached its peak, and the way in which this output was used. 
The figures are in of 1938 purchasing power— that is, 
the rise in the price level between 1938 and 1943 has been 
taken out of them in order to make them strictly comparable. 
These figures show what a very large transfer of resources 
there is between peace and war. In 1938 the consumption 
expenditure of the public amounted to 73 per cent of the 
total expenditure of the community, and defence expenditure 
to less than 6 per cent. In 1943 the proportion going on 
consumption (that is, on the standard of hvmg of the people) 
had fallen to 47 per cent, and war expenditure had risen to 
46 per cent. The increase in the war expenditure between 
the two years— that is, the money valuation put upon the 
goods and services that were moved into the war sector 
was /:3,2 i 6 million. This sum-or, more accurately, the 
goods and services it represented— was the real cost of t e 
war ’ in 1943. It amounted to no less than 55 per cent of 
total peacetime expenditure-that is, the nation moved into 
the war sector a sum total of material and human resources 
amounting to more than half of all that it had available for 
all purposes in peacetime. Where these resources came from 
can be seen in the following figures . 


Cost of War 1939-45 
Cost of the war (inc. in war expenditure) 


{£ million) % 
3,216 100 


Dcri\ <*d from : 

Higher total output at home 
Increased borrowing from abroad 

Reduced consumption nClrrts other 

Reduced Government expenditure on objects otlie 

Reduced provision for maintenance of capital 
Less reduced interest and dividends from abroad 


— 

“ 

1,615 

50 

426 

13i 

611 

19 

40 

U 

611 

19 

3,303 

102^ 

87 

2i 

3,216 

100 


The task of a war economy is to make these shifts real 
.illicit tec as possible and as qnictly as posssblc, 
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This is, of course, only an enlarged example of what happens 
every peacetime year, \vhcn the Government has to get pos- 
session of enough resources of manpower and materials to 
run the Government departments, the social services, justice, 
education, police and the rest of the functions of Government. 
In 1938 about ig l- per cent of the total expenditure of the 
community ^vas in the hands of the Government. Reduced 
to its essentials the task of a war economy is simply to increase 
the 13! per cent to about 51 pci" cent (war and non-war 
Government expenditure together). But the difference in 
magnitude is really a difference in kind. So long as the 
Government’s expenditure is on a peacetime scale the whole 


necessary transfer of resources can be accomplished through 
the intermediary of money. The Government raises a sum 
of money by levying taxation on the people, and with this 
money it buys the goods and services it requires. Nobody in 
peacetime is forced to be a postman or a civil servant ; before 
1939 nobody was even forced, in peacetime, to be a soldier. 
People entered these occupations because (among other 
thinp) they were attracted by the monetary inducements. 
Similaidy, when the Government wanted concrete for its 
roads, it bought the necessary supplies in the market at the 
market price. The whole process was an example of money 
performing its function as a medium of exchange. 

But wars cannot be run on the same basis. Consider for 
one moment the difficulty of moving the real resources of 
rnanpower and materials to where they are needed solely by 
he magnetm attraction of an offer of money for them. How 
many recruits would the Government get for the armed forces 
simply by offering high pay ? Quite a number, perhaps • 
but past experience has shown that, even with all the arts of 
patriotic appeal added, not nearly enough men can be 

■ r 

materia s. Can it really be imagined that the Govern- 
ment could obtain the supplies it needs— of food, for example 
merely by bidding in the market for them ? Long befme 

Sen) therr" TT’’ neeeasary 
xtent, there would be riots because of the unfairness of such 
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even when all these are added in, there is still a larf>-e o-an 
to fill. ^ 

The next recourse is to borrowinc^ the sa\'ings of the 
public. By c\ ery imaginable device of publicity pcojile are 
exhorted to save. Since the supplies of goods on which they 
could spend their incomes are cut down, tliey would in any 
case have larger savings than in peacetime. It has been 
calculated that in 1938 tlie individual citizens of Great 
Britain spent 76 per cent of tlicir incomes, paid 21 per cent 
ni taxes, and saved the remaining 3 per cent. In 1944 they 
spent only 54 per cent, paid 27 per cent in taxes, and saved 
as much as 19 per cent. At the time the sa^■ing is done its 
economic ellect is exactly the same as that of taxation, 
except that the one is voluntary and the other compulsory! 
Both mean that the indic idual docs not use all of the pur- 
chasing power that his income gives him, and that the 
resources thus set free are available for the Government to 
use. 1 he difference between taxation and borrowing comes 
ater when interest has to be paid annually, and the debt 
nas to be paid on maturity. 

Enormous sums were collected in the war years from the 
savings of the people, but still the gap was not quite closed. 

e last recourse was to the banking system. If the Govern- 
ment after raising all it could by taxation and borrowing 
still had some expenditure uncovered, the only remaining 
poss.b.h,y was for the banking systen, to create the necessiry 
supplies of money and lend them to the Government. Some- 
imes it was the Bank of England which did this, by issuing 
more notes against an increase in the holdings ofLvern^ 
ment securities in its Issue Department. It also bouoht 
seenttfes tn tts Banking Department in order .rincrei 
cash reserves of the Member Banks, so that they in their 

urn cou take up the new Government securities that were 
constantly being issued. ^ 

Unfortunately the statistics do not distinguish clearly be 

Tim anTZb® genuine ttsrf 

creaSlTey ^ly 

y- An issue of ^1,000,000 2 ^% War Bonds 
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-I procedure. When the Government has to lay its hands 
not on one-sixth of the total output of the nation, but on more 
than one-half, monetary procedures break down and it has 
to proceed by compulsion, by conscription, by the direction 
of labour, by rationing and by allocation schemes of all kinds. 

This does not mean that it does not require money. 
Compulsion and rationing cannot cover everything, and 
there are always some things that the Government can only 
get by competing in the market for them. Moreover, when 
men and women are conscripted into the forces or directed 
into essential Industries, they have to be P^id ‘ the rate or 
the iob,’ and with the demand for labour of all kinds exceed- 
ing the supply, it is hardly surprising that wage rates show 
a tendency to rise. For one reason or another the Govern- 
ment’s expenditure goes up enormously in wartime, in 193a 
the British Government was spending £19 million a week. 
By 1944 the figure had gone up to i;i 15 million a wee . 

^ All this monev has to come from somewhere. The first 
recourse is to increase taxation. Theoretically, perhaps, the 
whole cost of a war could be raised m taxation._ But m 
practice it cannot be done. It would involve taking away 
about half, on the average, of every citizen s income, an 
the tax system sufficiently delicate and fair to do that wit ^ 
out causing monstrous injustices between one taxpayer and 
another simply does not exist. A conscientious govemmen 
in wartime, pushes Its collection of taxes fa a 
it can (and in Great Britain m the war of 1939-45 bus mean 
a “iw kT way), but it is never fa enough to cover anythmg 
like tire whole' ofits expenditure. There are certam ofar 
minor forms of revenue that are open to a G-vermnent 
It lias some income from its own pioper y. 

Crown Lands. The various social 
the Unemployment Insurance Fund, which a P 
ust about to Glance their books in peaceume, build up 
larsre surpluses in wartime, when there is no unemployment, 

anTtfaSury can temporarily fa™w ‘hese ^ 

The Government can also borrow abroad, as tl 
comment did in the United States and m Canada. But 
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mlaht be citlier. Nor are we safe in saying that at least 
^Increase in the Floating Debt-Treasnry Bills, Ways and 
Means Advances and Treasury Deposit Rece.pts-- r^resents 
the borrowing of created money. For one *mg, ireasury 
Bills are held by other institutioiis than 
and the discount houses whom they finance. For examp 
fl ev “e held bv the central banks of overseas connmes , 
and tl e holdings grew considerably daring the war Over- 
eas Gantries, espec.aliy those of the C— ^ wer 

content during the s«romsdlmoredmBnu^^^ 

^hesrwme lrfrmL!‘‘'Sutg’’Xe^ 

M oJtnuioe savings as if a number of British c, mens 

L'boJght £.,000,000 of Savings Cert, ftcams^ An^^^^^^ 

ir rrf ai edhom spendin the’whole 
he had saved-that is, renaincu • onsidera- 

of his income on consumption anc . Government 

,i„„ whether he used the saved ■"oney » buy o Om e^^ 

aS' Hhe^S'h-' ''or B:nVLr£.o: his bank wouM 
have to pay £.00 into the Goveranent account m the 

of England ^ If bank, the bank could 

Te^lti "r.o the Go»ormne,d on Tr^^^ 
Receipt. The two processes raised 

of financing the war. Government spent 

loan to 31 December i945 tb^ bnt.si 

nrillion m taxes (4 c n described 

fb!:" (IZicTl G:vcrnme„. property, surpluses of 
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social insurance funds, borrowing from foreign governments, 
etc.). The remaining 5,238 million (46 per cent) was 
borrowed. The question is how much of this borrowing 
came from genuine savings and how much from newly created 
money. Of the total ;^4,83i million was raised in floating 
debt, but, as we have seen, that aflbrds very little guidance. 
An approximate answer can be given by looking at the figures 
of the banks themselves. In 1938, on the average of the year, 
the London Clearing Banks (which are not quite all the 
banks in the country) held ;{)28o million of ‘ bills dis- 
counted ’ (which were virtually all Treasury Bills), ^(63 7 
million of' investments ’ (all British Government securities), 
and ;^i5i million of' money at call and short notice,’ the 
greater part of which was invested, at one remove, in British 
Government obligations. The Bank of England itself held 
some ;{)3i5 million of British Government securities. In 
that pre-war year, therefore, the banking system as a cvhole 
(allowance being made for the banks that are not members 
of the London Clearing House) had lent about ;{)i,575 
million to the Government. A similar figure for the average 
of the year 1945 gives a total of about ^(5,500 million. Not 
all of the increase of ^^3,925 million, however, was a net 
addition to their assets ; over the seven years the Bank of 
England lost ^326 million of gold and the advances of the 
clearing banks fell by rather over £200 million. But fully 
£% 2 qo million of the banking system’s increased loans to 
the Government were net additions to its balance-sheet — 
that is, they were created money. And this conclusion can 
be cross-checked by asking what did, in fact, happen in 
these years to the supply of money. In 1938 there were ;,r446 
million of notes in public circulation (that is, outside the tills 
of the banks themselves) and the total of bank deposits was 
;^2,277 milhon— a total money supply of £ 2 ,^ 2 ^ million. 
In 1945 the figures were ;^i,263 million and ^4,692 million, 
a total of ;£'5,955 million. The increase of ^^3,232 million 
agrees quite closely with the figure reached by the other 
method. 

We can therefore say that over the war period the British 
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Government ralmd 47 !«■'' of its total expenditum by 
taxation, 7 per c<-nl by miscellaneous revenue, about per 
cent by borrowing the genuine savings of the Bnlidi public 
and about 10 p' r cent by borrowing money newly created 
for the purpose by the banks. The test of a sound fmanca 
policy in wartime is to raise the maximum by taxation and 
the minimum by the ereation of money, and on cither score 
the British Government’s record in the war of 1939-45 was 
among the best-if, indeed, it was not easily the bcst-in 

the world. , , , 

But though the l%200 million of money that was created 

to help finance the war was a satisfactorily srnall proportion 
of the total expenditure of the war years, it was large re ative y 
to the pre-existing supply of money, ^-^deed Ac 
continued since the end of the war, and by the crid of 1947 
the supply of money (notes and deposits combined) raich d 
about ^^7,050 million, as compared with about £2,70; 
million in 1938- This is an increase of ^ 

ner cent and it does not require any very slavish adh rence 
to the Quantity Theory to state that it has undoubtedly 
been inSitionaJy. Wars, m fact, always breed inflatuons, 
and bic^ wars breed big inBations. It can be counted 
credit of British financial management that such a veiy b 

proportion of ,00 ,0 060. Eu, the nanonal 

“r (wLh ihh? total ontpum ---X 
Ka; the Dfice level — that is, it is akin to r 

Quantity Theory equations of 
in anything like the same 

I'omr The^o.y “"r^re 

far'fan, or’alternatively thaU, the proportion of .ts total 
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resources that the public wishes to keep in li(|iii(l rnnii, rose. 
The analysis of the Iriaiyspilar rclationshi]) beturcri the 
volume of money, the liquidity preference ol the public and 
the rate of interest that was yi\'en earlit'r in this chapter 
enables the storv to be carried a little further. Durinc; the 
First German War rates of interest rose to \ erv Iiiyli le\ els, 
with the restilt that the large borrowings lu eessarv to finance 
the war were verv- expensive. When \sar broke out in icjgq 
there was a general determination that it should be a ' 'I'liicc 
Per Cent War,’ and in fact the Government new r p.iid more 
than 3 per cent for any of its borrowings, ^ and eoiisidei ablv 
less tor much of the total. Put low interest rates mean a 
high demand by the public for lif|uid resources. In shctii, 
the fighting of the war on a basis of 3 per cent or less involved 
rather more creation of money than might othei vs ise have 
been necessary'. It meant that the counii-y finished the war 
holding an unusually large proportion of its total resources 
in money form. 

This is a point to which we sh,dl return in a minttte. 
But first we must analyse a little further the nature of the 
wartime inflation. Hitherto it has been expl.iined very 
largely in terms of the Quantity Theoiy. How can it be 
fitted into the terminology of the Saving-and-Investment 
theory ? It has already been pointed out that Savings were 
very large during the war. Can it truthfully be sahl that 
Investment was still larger.^ In the strict sense in which 
Investment was defined at the beginning of this chapter, 
clearly not. Indeed the, figures on page 165 show that 
expenditure on capital by the public (there was also some 
capital ^ expenditure wrapped up in the Government’s 
expenditure) was very small in the war years. But when 
we were developing the Saving-and-Investment theory earlier 
in this chapter, we assumed that all expenditure was cither 
on current consumption goods or on durable goods ; we 


-in cficct— paid on National 


' With the exception of the rate that was- 
Savings Certificates held to maturity. 

‘ Or more accurately can it be said that Investment IrM to be larger tlian 
Savings. It was pointed out on pages 140-1 that, in the end. Savings and 
Investment always turn out to be equal to each other. ^ 
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made no allowance for the existence of a third category 
of crood^ that neither last very long nor contribute anything 
to the standard of living of the people-in fact of goods that 
are onlv made to be thrown at the enemy Even though 
war expenditure is not Investment, it is to be classed with 
it for the purposes of theoretical exposition. The essentia 
distinction between current consumption expenditure and 
Investment, after all, is this : that the people who spend 
monev on current goods are the same people who provide 
the money out of their incomes to purchase them while i 
the case of Investment, the people who provide the money 

out of their incomes and the people ^Ws ^*0 

for durable goods are not the same individuals. This 
vTfd dhtincLn, on which the whole Savings-and-Invest- 

ment theoiv rests. And judged by this 

ture on making war is clearly much more akin to Ii^v^stment 

than to current expenditure. The armies are enrolled, th 

m Li of step u-ith each other, with all 

Vtarrllv less mfumtic increase in saving, cy 
even the hardly less ^,1^, i • „ n ic the same : that 

ever route we arrive .at ““^Jirto evisted iu 

wars breed inflation. 

,he later years of the war and m th fits t o , 

end was exactly the san.c, m «l’e is continued 

results if an upward swtuR m the wde yde 
after the point of full employment >s r'ml 
The temptation to speculate on t p 
be resisted. One conclusion .nay, years, 

“^I'lVi! leia :rcromic t«;Tnd a f 11 in 
prkesr though they did not revert to the pre-w.ti eve 
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But \’irtually none of the additional sujjplics of money tliat 
were created durinct the war were later desimved. If the 
same succession of e\-ents waa c to occur after the war of ip p) ■ 
45, the result wandd be to lca\e ;i total snpph’ of mone\’ e\t‘n 
laiyer, relative to the si/.c c)f the national income, tlian it is 
at the end of 1947, when these lines are written. This can 
be expected to ha\c two consecjuciKCs. The first is that it 
will be a powerful infiuence on the side of low rates of interest. 
The othei is that, since the public v\'dl be keeping' an ex- 
ceptionally large proportion of its total resources in liquid 
form, industry and commerce will have relatively little need 
to borrow fiom the banks. A high degree of liquidity means 
that most business firms have cash resources of their own, out 
of which they can find their own working capital. Thc'rolc 
of the banks, as the result of two massive creations of liquid 
funds w'ithin a generation, is changing. No longer arc they 
insdtutions that borrow savings and use them to make loans 
to industry and commerce. They hold the liquid funds of 
the community and use them, in overwhelming measure, 
to lend to the Government. The consequences of this change 
in role can be expected to emerge over the next few decades. 
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Chapter VI 


MONETARY POLICY 

the objects of monetary policy 

nrHE last tlirce chapters have been devoted to a brief 
1 anah-sis of the way in which money works in a modern 
community ;.nd the way in which it aflects the fluctuations 
of trade and the process of production. The second part o 

tliis book will be concerned with money ‘‘V'"™"™!, 
aspects ; but before we take up this second half of the broad 
subiect of monev the present chapter must be inserted. It 
deals with a lu.itter which, to speak strictlv, is outside tfe 
province of this book, whose primary concern is ''™ 
description and analysis than with fti'yPp’S 
nositile snowestions for policy. But it would be foolish to 
fc ivc the arpuinent suspended at the point at which it has 
airivetUithout some attempt to draw the conclusions 
for poliev and action that logically follow from the analy ns. 
No attempt will, however, be made m what follows o gi\ 
a full account of monetary policy— a subject that cou we 

fill another book of this size. _ cygtpi-n 

The economic advantages of having a monelaiy s 

are so .n eat that no modern community could 

one. But the preceding chapters have shown “S' 

with its great advantages, money also , 

‘‘‘t'::i“ry;riour::;casions, we must immediately 
dra« l imtLVtween the long-term and the slmr -term 
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phenomenon is the prevailing tendeney of prices to rise in 
one period and to fall in another. The upward or downward 
tendency (as the case may be) asserts itself on the average ol 
years of good and bad trade, and it would be dillicult to say 
that the rate of human material progress was faster in the one 
period than in the other. There is some evidence to show 
that, in long periods of falling prices, real wages increase 
more rapidly than in peiiods of rising prices but that there 
is more uneinploymcnt. To express a judgment on which 
of the two was preferable would impl)- a choice between 
higher real wages or more constant employment. In the 
short period the case is more clear-cut. The alternation 
between boom and slump — which occurs whether the long- 
term trend of prices is upwards or downwards— is almost 
wholly bad in its effects. 

It would be tempting to follow a tidy pattern of ideas 
and set out long-term and short-term objects of monetary 
policy. In fact, however, both the objects of a long-term 
policy and the means of attaining it become increasingly 
shadowy as they are closely studied. WTat, for example, 

would be the ideal long-term tendency of the price level 

upwards, downwards or stable ? Arguments can be made for 
each. Thus it is frequently argued that since the productivity 
of the whole economic system is increasing at an average rate 
of about I to i per cent per annum, the price level should 
fall by about the same proportion. By that means wage- 
earners would automatically receive their share of the benefits 
of the increasing capacity to produce, without having to make 
periodic claims for increased wages. Falling prices are also 
the^ only means by which those people whose incomes are 
entirely fixed in terms of money can enjoy any share at all in 
the community’s growing prosperity. It can be argued that 
stable prices can even conceal a dangerous degree of inflation 
The argument is that if, with increasing productivity, priced 
do not fall, there will be a tendency for the volume of profits 
to rise (since wage increases will never quite keep pace). 
Since these excessive profits will be windfalls which most 
industries will enjoy quite irrespective of whether there is an 
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in,Tr;i'in.r demand for tlicir producis, they will tend to 

"nmlate”, greater vointne ol' Investment in tndn. SI. ,al cap, tal 

„ he sunnorlcd In short, an inflationary situation 
r r , veT with stable prices. The chief exi.ihit n 
snmiort o this line of argument is the course of events m the 
Urn c States betuec, ,92a and ,929. Pnees were then, on 
,h average remarkably stable (if the prices of Sto k Ex- 
change secui’ities are excluded from the index number) ; but 
^ h livht of after events it is quite plain that there was. n 
? . fir greater volume of Investment than could 

tesmlaLd, and the crash that followed in .929 was one 
nf the most spectacular known to economic history. 

This is the argument for hilling prices. But just as good 
ihis IS g ^ , STradually rising prices. 

an argument ^ ^ „,ore real danger than 

rT: ^stn circumstances conspire to 

produce ’TlerdegrchdiAS^^ In its 

atmosphere is in greater ^ g ^ 

normal state the economic y ' if rising prices 

of slowly rising prices to ^eep ^ f ^ery few individuals 

are hard on *0 «wners 0 fix d jneomes, v^ry 

live long enough to ‘ i„t to the historical 

argument m favour of falling P ^jneteen-twenties ; but the 
example of the Umte t a ^vhole of 

argument m favour of rmng p f f emly rising price 

monetary history . Jh' „,„„,ing total of money 
level necessary P T-Tnmanitv is so constituted 

debt from becoming a ^^em f itself-deb. 

that it cannot get on without it is far better 

is, indeed, the legacy Mem by the gradual, partial 

solve the .ban by recurring 

and imperceptible default ot § P century 

violent clashes of debtors ^ ;^jjhout rising prices 

that has been prosperous and s g^^gp^ional benefits 

was the nineteenth which had q P ^ 

increase in population. * ^g__^il] throttle them- 

own-thc argument would ^conclude w 
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selves with the mortmain of usury unless tlicy ha\ c rising 
prices. 

And for those whose minds run to compromise, there is 
the middle way of stable prices. Possibly, as a purely 
theoretical objective, this would be the best, for if the value 
of money never varied perceptibly, money would be as nctirly 
‘ neutral ’ as it could be — and ncutr.ility is the proper 
attitude for something, like money, tliat was invented to serve 
as an instrument or intermediarv. 

If it is difficult to determine the objccti\ cs of huig-tcrm 
monetary policy, it is even more difficult to la)- down methods 
of attaining them. For any long-term movement of prices is 
made up of the short-term fluctuations. A long-term rising 
trend emerges when the upward legs of the trade c)’clc move 
further than the downward legs, and vice versa. It follows 
that the long-term trends can only be influenced through the 
medium of the short-term fluctuations. There is ob\'iously 
need for the greatest elasticity in dealing with the trade cycle ; 
at some times the influence of conscious control should be 
towards higher prices, at others towards lower prices. There 
are consequently bound to be times when any long-term 
policy would be pulling in the opposite direction from short- 
term policy— with inevitably unfortunate results. 

Tnis is the defect that has attended the various conscious 
and unconscious attempts that have been made to control 
the long-term trend of prices. Most of these attempts have 
been devices to control the quantity of currency in existence. 
Logically, this method is not unsound ; we concluded in the 
last chapter that the Quantity Theory is broadly sufficient 
to explain the long-term movements of prices, and though 
the quantity of currency is not the same thing as the quantfty 
of moriey, the links between the two are comparatively close 
and rigid. Throughout most of monetary history the 
quantity of money was automatically limited by the existino- 
quantity of the money-metal, and when paper money became 
the dominant part of the total circulation its quantity was 
likewise related to the volume of the gold reserves of the 
Central Bank. In England notes issued above a certain 
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■ f.anriaiN' ’ amount had to be backed pound for pound with 

T"T ''ur/to’" C fed 

and gf'oloc;\ . None o ■ ^^fnrires They are merely 
mining the long-range ten ency P ^ ^ay happen, 

crude expedients for ensuring ^ 

there can never be aiapic . o expansion of the 

the difficulty about any ml 

volume of money is tl . ^^,,1 

the wrong momciiL d ,nd 

always requires check it at some point, it 

.hough it may be happem to be 

Will by a rigid limit fixed years earlier or 

precisely that dictatcct oy a ^ existence. 

by the accidental quantuy ® > (though not of money) 

Sometimes quantny of^c^ ^^^tem 

increases in a dcpressio -.u j^aws its deposits in cash— 

‘“fySom 5;:.:::- fee be™ made 
ntore subtle methods of controlhng the volu 
with control of the long-term Maximum permitted 

example it has been population, or with 

volume of currency should va y ^ ^^posals are open 

the volume of not to obstruct short-term 

to the objection that i Y ‘ long-term policy) they 

We are consequent y short-term policy , 

term policy must be Icll to emerge 
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after all. anything that produces stability in the short p -rind 
can hardly be objectioiKiblc in the longer period. I'o this 
the rider might perhaps be added that since the Quantity 
TheoiA^ has been found to be valid in the longer jK'riods, 
any short-term policy that involves the large-scale creation 
or destruction of money is to be avoided. But even this state- 
ment must be modified to mean ‘ the large-scale creation or 
destruction of money on balance.' It may be necessarv at times 
to create money. To the ordinan- man money is merely the 
most liquid form of property. He may wish at times —for 
example in a deep depression — to hold a greater projmrtion 
of his wealth in lujiiid form and, as we sarv in chapter iv, 
if more monev is not then created for him to hold, the 
effect will be a rise in the r.ite ofintercst, which might actually 
impede the process of recovery from the depression. There 
seems to be no escape from the conclusion that long-term 
policy must be left to emerge from short-term policy. 

This puts the whole responsibility on short-[)erind policy. 
What should its objective be ? It would be logical to con- 
clude from the analysis of the preceding chapter that the 
obvious objective should be to attain an equilibrium between 
Saving and Investment at the point of full employment. 
We may indeed accept this as a definition j but it needs 
some interpretation. One of the results of the chronic 
alternation of boom and slump is that the bulk of the com- 
munity s Investment is crowded into two or three years out 
of every eight. As a result the construction industries have 
to have enough labour and capital attached to them to 
accommodate the peak pressure on them. If ‘ full employ- 
ment ’ were so defined that it was not reached until the 
whole of this labour and capital were busy, and the attempt 
were made to stabilize such a position, the result would be 
that the community would be accomplishing peak Invest- 
ment all round the trade cycle— which is almost certainly 
more than it wants to do, year in, year out. In short the 
Qtempt to achieve this sort of ‘ full employment ’ would 
involve extracting forced savings from the public, and such 
a position, as has been explained on page 162, is necessarily 
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f 1 u -jTirl the nreludc to deflation. In any community 
a feirly fVee cflmce of what th^ 

shall do with their incomes, the normal shape of the 
1 lnn,v-that is the distribution of resources 

between industries making capital goods, those making con- 
ZoAs and those intermediate between them-is 

dTermined by the ^istribubon of 

„„„ sttictiy, by h 

rLXcTo^wtbllls'los. ce,-,L.y -e than It 
m hP if this normal ‘ shape ’ actually prevailed, lo try 
r oot . hi .0 work wol therefore be to try to per- 

construction trades is not eompat.ble n aje^^^ y 

economy, with alternation 

objecuve dre hvo.tl»ce oUhe ^ ^ 
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something short of the comp makes it possible 
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out and find other employment. When tluit luid li.ippened 
we could allow ‘full employment’ to mean what it ap]M;ars 
to mean, and say that ‘equilibrium of'Sa\in" and liuCbl- 
ment at the point of full employment ’ was the object of 
monetary policy. 

The object of policy having been defined, how .sliall wc 
reach it ? Full Employment policy is a branch of cconomii ^ 
that has been dcc’cloping rapidly in recent yeais, and to 
expound it at all fully would take us fir outside the limits 
of this book. The two basic factors in the situation, as wc 
discovered in the last chapter, are the thriftiness, or ‘ pro- 
pensity to save,’ of the public and the volume of capital 
creation, or Investment, that is undertaken. The State that 
wishes to control the trade cycle must control these basic 
elements. Many of the methods it can use can hardlv be 
described as monetary. Thus tliriftincss can be altered by 
public policy— for example, by a redistribution of incomes ; 
if the rich were taxed heavily and the proceeds handed over 
to the poor, the result would undoubtedly be a decline in 
thriftiness. Or if the poor were taxed heavily and the State 
itself used the proceeds for Investment (this is substantially 
the policy which was pursued by both the Nazi and the 
Soviet dictatorships in the years that led up to the outbreak 
of war in 1939) what is pursued by all countries in war- 
time) the result would be an increase in thriftiness. But 
except in the overwhelming emergency of war, when people 
will consent to things they w'ould otherwise resist, these are 
not things that can be done quickly in a free country. Still 
less are they things that can easily be reversed when cliang- 
ing circumstances call for the opposite policy. So far as 
any one trade cycle is concerned, thriftiness must be taken 
as given, and hardly subject to manipulation by public 
policy. 

This means that the chief channel through which full 
employment policy can work is the volume of Investment 
There are many ways by which the State can and does 
influence the volume of Investment that are not monetary 
m their nature. It can directly intervene and initiate some 

183 



monetary policy 

of Us osvn when the public demand fc durable 
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on the part of what are rightly described as non-mon'^tary 
phenomena, these non-monetary factors again themselves 
producing monetary changes. . . . Our view is, therefore, 
that the price level is the outcome of interaction between 
monetarv^ and non-monetary- factors, and that the recent 
world-wide fall of prices is best described as a monetary 
phenomenon which has occurred as the result of the monetary 
system failing to solve successfully' a problem of unprece- 
dented difliculty and complexity set it by a conjunction ol 
highly intractable non-monctary' phenomena. Whether the 
international monetary system could have solved its problem 
is a matter on which we should hesitate to express a dogmatic 
opinion.’ ^ 

Moreover, since the Macmillan Committee wrote, there 
has been a growing tendency for the State not only to assume 
the responsibility for dealing w’ith the non-monetary dislocat- 
tions by non-monetary means, but also to set limits to what 
the Central Bank is permitted to do in the monetary field. 
For example, policy concerning interest rates used to be 
exclusively within the prov'ince of the Central Bank. The 
Bank of England would bear in mind the fact that its biggest 
customer, the Treasury, had a permanent desire for low 
rates of interest in order to keep down the burden of the 
National Debt ; but this vested interest was not allowed to 
stand in the way of the policy that the Bank thought best 
for general stability. Of recent years, however. Cheap 
Money has become something of a politician’s fetish, partly 
because of its effect on the cost of the Debt, partly because 
it is thought to have a permanently beneficial effect upon 
the national economy. The Bank of England is therefore 
deprived of what is, as we shall see, its chief weapon of 
control. 

Undoubtedly the tendency of recent years has been to 
thrust monetary methods of control into the background. 
This has perhaps been an inevitable reaction from the pre- 
vious obsession with monetary methods and the widespread 
belief that they were a magic cure-all. But if this is so, the 

* Report of the Committee on Finance and Industry, Cmd. 3897 {1931), page 92 
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certain restrictions on the Bank ofEii'^land’s liberty of action 
which should not be o\'erlooked. First, the Bank is not \s liolIy 
free to increase or diminish its assets at will. It can l)uy 
securities ; but if for every /^loo of securities it buys, one 
of its debtors repays a debt of^^Tioo, the net cfi'c t on the total 
of its assets is nil. This, however, is a diiriculty that persist- 
ence can always be relied upon to cure. There is the same 
possible difficulty about diminishinc; its assets. A sale of 
securities will make money ‘ ticjht ’ in the Money Market, 
and some of the discount houses may be ‘ driven into the 
Bank ’ in the way described in chapter ii. By long-standing 
and necessary custom no recogni/cd discount house will c\’er 
be refused a loan by the Bank, so that a sale of securities 
might not achieve as large a reduction in the Bank’s total 
assets as it was intended to. But if the market is forced into 
the Bank, it will have to pay Bank Rate for its borrowings, 
so that the manoeuvre will at least succeed in raising the 
prevailing rates of interest which, as we shall see in a minute, 
is one of the main purposes for which a restriction of credit 
is undertaken. Moreover, since the discount houses will be 
losing money on every penny that they borrow at Bank 
Rate, they will be anxious to pay off their loans as soon as 
possible. There may be another difficulty about the Central 
Bank’s restricting credit by selling off its assets : it may not 
have enough assets to sell. In England this limitation is 
purely theoretical. But there have been times when it has 
been very real in the United States. Moreover, if the Central 
Bank sells off too many of its securities, it will have no means 
of earning its own profits. All these limitations should not 
be forgotten ; but they are minor qualifications to the broad 
truth of the statement that the Central Bank can determine 
the size of its own assets, and therefore of the Member Banks’ 
cash reserves. 

But can the Member Banks be relied upon, when their 
cash reserves are raised or lowered, to initiate proportionate 
increase or reduction in their own total assets, and hence in 
their deposit liabilities, which are the public’s money supply ? 
The answer depends on how strictly the banks adhere to the 
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alter their psychological approach, tlicrc are plenty of occa- 
sions on record when an expansion of their cash rcsciA CS lias 
been accompanied by a decline in their advances, simplv 
because there were no takci s. Thus between June 19 y.: and 
June 1933 the total deposits of the London ckcu iny banks 
increased by /?2i4 million, wliile loans and advaiacs actually 
fell by million. 

The fact is that an expansion of the money supplv exerts 
a much smaller influence on the volume of Investment by 
these direct means than through the indirect cflect of the 
rate of interest. It was explained in chapter v that a reduc- 
tion in the supply of money (AI) which brings it below the 
proportion of its resources that the public desires to hold in 
fully liquid form (L) will immediately have the effect of 
raising the rate of interest on the \arious forms of ‘ near- 
money ’ securities. In the effort to replenish its holdings 
of money the public will sell, or try to sell, securities until 
the rate of interest is sufficiently attractive to reduce L to 
the required level. Similarly an increase in AI will bring 
rates of interest down. It was stated on page 147 that ‘ the 
level of Af is entirely decided by the Central Bank, with the 
public playing very little part in the decision, but L is 
entirely the public’s decision, which the Central Bank can 
do litde or nothing to influence ; the rate of interest is the 
factor that reconciles these two independent decisions with 
each other.’ The Central Bank can, however, reinforce the 
rising or falling tendency of the rate of interest by raising 
or lowering its own Bank Rate. This has comparatively 
little direct effect ; but the symbolic importance of Bank 
Rate is great, and it serves to show the public, as nothing 
else can, what the object of the Bank’s current policy is. 

Something has already been said in the last chapter about 
the effect of changes in the rate of interest on the volume 
of Investment. The effects are neither immediate nor 
exactly predictable. But in certain circumstances they may' 
be very powerful. In general a rise in the rate of interest 
can be expected to be more effective in curtailing Investment 
than a fall in the rate of interest is in stimulating it. This 
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mav not be true, at first, if the rise in the rate of interest 
comes .at a time svlie.i the upward movement of the trade 
cvcle has oained a great deal of momentum. Prices wil 
hen. almost bv definition, be rising. The prices of mdustna 
scciirllies will ccrtainlv be rising, and poss.b y quite fast. If 
die average industrial share is paying dividends to yield 
G pc "nt per annum and is also rising in price a. the rate 
of per cent per month, a speculator can afford to boirow 
monev for invLing in securities and p.ay interest at the rate 
76,; per ert per annum, without losing on the transaction. 

I, is tr7 that bill ing investments in this sense is not the same 
as Investing in the special sense defined on page 135 . Bu 
7 profitsrf the sLk Exchange speculator are only an 
extreme cx.amplc of the profits to be "“de in such permd 
hv c^•cn• one who can take advantage of rusing prices, ine 

Iiate of profit to be earned on 7^ 

„C,V still be " 77' T,,' reason is that a 
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money stoiks. hut ^^......n^oncy stocks fall m price, 

isolated from otlieis. • ^ .,„,.,aetive than long-dated 
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out the market until it begins to alTect the ordinary share? 
of industrial companies themselves. This has two ellects. 
First, it makes the process of raising capital for the purposes 
of Investment more expensive. Borrowing from the banks 
will already have become more expensive (if not more 
difficult) at an early stage. The two alternative ways in 
which industrial firms can finance their Investment are by 
selling their holdings of securities — and if these ha\-c 
ffillcn in price, it is a less attractive thing to do— or by 
making an issue of their own shares to the market — and 
since the price at which these arc issued has to be in line 
with the current price of the shares, a fall in the market 
makes it a more expensive proceeding. In these ways, 
Investment is made less attractive. But the second effect 
of falling security prices may, on occasion, be more profound. 
The Stock Exchange has acquired over the years a great 
reputation as a barometer of trade, and nothing is calculated 
to deflate the optimism of business men more quickly than 
to see the prices of shares — the shares of their own companies 
and the shares they hold — falling. 

These are powerful influences, and a rise in the rate 
of interest, engineered by the Central Bank through a 
restriction of credit, can almost always be relied upon, if it 
is pushed far enough and persisted in, to bring a boom to 
an end. 

The opposite is not quite so true. All the mechanisms 
work equally well in reverse. Money can be expanded, 
which will put down the rate of interest on near-money 
stocks, and send a wave offunds running through the different 
sections of the market seeking for securities to buy. But the 
psychology does not work equally well in reverse, for the 
reason that it is much easier to destroy optimism than to 
create it. The influence of low interest rates is certainly in 
the direction of rising Investment, but if the preceding 
depression has been a severe one, it may take a long time 
tor the solvent of cheap money to work. 

The Central Bank’s power to bring about a rise or fall 
m the rate of interest is thus its chief instrument-a powerful 
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general financing of the war described at the end of the last 
chapter, now hold very large quantities of Go\-crnment 
securities. In 1939 the holdings of the London Clearing 
Banks were only just over £600 million. Eight years later 
the holdings were over £ 1,^00 million. If the rate of interest 
were to rise sharply the market value of these security hold- 
ings would drop, and the banks might be caused some 
embarrassment. This is not perhaps a serious argument 
in Great Britain, where the banks have substantial reserves 
and where holdings of Government securities, though they 
were larger in absolute \olume in 1947) had not changed 
very much in their proportion to deposits. But in the United 
States, where there are many banks of different grades of 
strength, and where holdings of Government bonds have 
increased both relatively and absolutely, it is an important 
part of the reasons for adhering to cheap money. 

In any case, whatsoever the reasons, the Government’s 
insistence on a rigid maintenance of very low interest rates 
deprives the Central Bank of the greater part of its ability 
to exert any control over the development of economic alTairs. 
It still retains, at least at first sight, its power to increase or 
diminish the volume of money in existence. But the direct 
effect of changes in the money supply, apart from that of 
changes in the rate of interest, is, as we saw above, small. 
And the Bank’s freedom of action in the matter of the supply 
of money is really quite illusory. If the maintenance of cheap 
money is the primary imperative, then not only can the Bank 
not restrict the supply of money, it may find itself forced to 
increase it. That was the position in which the Bank of 
England found itself in 1946. The Chancellor of the 
Exchequer wanted to push interest rates, which were alreadv 
low, still lower, he had set his heart on bringing Consols to 
par— that is, on establishing the rate of si per cent for a 
perpetual security, with the rates on all shorter-lived securi- 
ties correspondingly lower. To achieve this purpose large 
adchtional amounts of money had to be created ; between 
p D^ecember 1945 and 31 December 1946 the deposits of the 
London Clearing Banks rose by no less than ^835 million 
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relevant. Two of these conclusions are of particular practical 
importance. 

The first of these is that tlie power of the banking- system 
to limit an inflation, to stop a rise of prices, appears to be 
considerably greater than its power of arresting a deflation 
or fill! of prices. There are many reasons why this is so. No 


one can prevent the public from suddenly increasing its 
Saving or diminishing its Investment (cither of whicli would 
produce deflation), for neither action needs the concurrence 
of other parties. But an increase of In\-estment usually in- 
volves an increase of borrowing from the banks, and their 
concurrence is therefore necessary. By putting the biake 
on the expansion of the money supply and by bringing about 
a rise in interest rates, they can bi ing the inflation to an end. 
But in the opposite circumstances the mere willingness of the 
banks to create new money and to lower the rate of interest 
does not mean that the new money will actually be spent on 
Investment at least not immediately. A sufficiently high 
rate of interest makes Investment unpi-ofitable and wfll 
therefore bring it to a speedy end. But a fall in the rate of 
interest will at best only increase the chances of making 
profits out of Investment, and if confidence in the future is 
lacking, profitable projects may go a-begging for someone to 
take the risk of financing them. In brief, it is far easier to 
righten the public that its Investment will not bear the fruit 
of profits than to allay those fears. 


_ The second lesson that can be drawn from the discussion 
IS thatcorrective measures are far more likely to be successful 
they are undertaken early in the movement. Either an 
inflation or a deflation, if left to itself, will gather momentum 
very quickly. Rising prices lead to greater profits, which 
result in still more Investment. Falling prices lead to losses, 
which stifl further dimmish Investment. Rising unemploy- 
ment Rads to a lower demand for goods of all sorts, to a 
ur her fall of prices and still more unemployment. Rising 
prosperity means freer spending and a further rise of prices. 
Both optimism and pessimism feed on themselves. When 
eithe^nflation or deflation has got properly under way, its 
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impetus and momentum may be so great that there is nothing 
to do but let it blo\N' itself out. On the other hand, in the 
earlier stages, a much gentler technique may be effective. 
For example, at the beginning of a defl.Mion— when prices 
have begun to sag and unemployment is lieginning to in- 
crease, but before confidence has been undermined or ffe 
communitv has had the deadweight of a quarter of its working 
population thrust upon it for support in their idleness— quite 
a small fall in interest rates together with a small increase in 
the volume of credit may suffice to induce an expansion of 
Investment and the maintenance of equilibrium. Similarly in 
the case of an incipient inflation, a relatively slight restriction 
of credit may be enough to restore the balance between 
Savings and Investment. The difficulty of applying this 
lesson Is, of course, the diffculty of diagnosing what is happen- 
ing until it has already happened. Economic phenomena 
taL some time to declare themselves and to be ^anslated 
into the statistics that reach the Central Banker s desk. is 
counter-measures, in turn, take time to develop, and by the 
time they become effective the original disturbance may be 

veiw deep-seated. . , • ^ 

'if It is easier to stop inflation than deflation and easier 

to kill either when it is young and tender, the line of leas 
resistance for the Central Banker would seem to be to keep 
himself on the alert for an incipient inflation and ^ 

birth Apart altogether from the practic.al diffculties 
demanding a great deal of courage from the Central Banker. 
For booms, though they eventually lead to 
and depression, are vei7 pleasant ivliile they la t P off s 
rise there is employment for all, the standard ^ ^ 

creases rapidly everything seems lor the best in the best o . 
possible 'world! Is the Central Bank to veto this dehghtfu 
existence ? The economist, with his eyes on histoiy, taking 
thought not only of the slump that is past but of the slump 
that to come if inflation is allowed to go its ivay ' 

can cheerfully say yes, knowing that a slower and suier . 
of progress will produce the maximum of hapiuncss and th 
of disircss. But .1.. C>..u-al Ba.te .s m iBc Umc 
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light of politics ; in many countries hr dwes his aj'iiointmcnt 
to the government ofthc dav, and in im country can hr alliud 
to disregard the current ofjiuhlic opinion. Go\crnments, in 
recent years, have been intervening ever more direct Iv in 
economics and fmami.il poliiv and taking to thcm.sehes 
decisions that used to be kit to Cenli.d bankers. Tn all 
probability the Central B. inker will not be allowed to re.u h 
his own decision and apply it, and even if he weic free to do 
so, he would be only human ifhe deferred his decision, hojiing 
that his diagnosis might be proved wrong and that it might 
not be nccessaiA' to limit the growth of optimism. But delay 
is fatal, for the longer he allows the boom to go its way, the 
smaller will be his chance of correcting it. Tlic stage ofthc 
business cycle at wliich Central Banking policy has most 
chance of success is, then, the stage at whii li it is humanly 
and politically hardest for the Central Banker to take resolute 
action. A study of monetan,' history justifies the statement 
that booms — or, for that matter, slumps — are never checked 
early enough. 

^ We must be careful not to simplify the problem too mueh. 
It is not as if we were discussing the problem of banking policy 
in a virgin world which knew neither boom nor slump. The 
world is already habituated to the rhythm of inflation and 
deflation, each running to exce.ss and each in turn giving 
birth to the other. It is not as if the pendulum \vcrc at rc.st 
at the middle of its swing and our task were to prevent any 
disturbance of that balance. The pendulum is swinging very 
violently, and our problem is to halt it. But it is of no use 
to halt it at whatever point it may have reached, even if that 
could be accomplished. There is no point in perpetuating 
the instabilities of the slump, and no possibility of perpetuaP 
irig those of the boom. It follows that for most of the time the 
Central Bank is not pre.serving equilibrium, but striving- to 
produce one disequilibrium to olTsct another. If inflation is 
developing, the Central Bank should try to set in motion the 
forces of deflation ; if deflation is in the ascendant, the Cen- 
tral Bank should strive to inflate. At the bottom of a slump 
the Central Bank should take action that, if adopted in a 
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normal period, would produce the wildest inflation. And 
in fact it does produce inflation, if it is successful ; for when 
deflation has gone to the lengths that it had reached, for 
example, in 1931-32, a stiff dose of inflation is essential before 
the normal level of activity can be regained and the restora- 
tion of equilibrium become desirable. Similarly, at the height 
of a boom some measure of deflation, some pricking of in- 
flationaiT bubbles, is an essential preliminary to the restora- 
tion of sanity and balance. The task of the Central Ba^ , 
therefore, is not one of looking out for, and scotching, in- 
cipient causes of disturbance emerging from the shifting sands 
of public psychology-, but of trying to bring to rest a seesaw 
in violent oscillation. To throw its weight on to the leg of 
inflation is obviously right at one time but disastrous a 
another ; to throw an equal weight on each leg_ is the ng 
policy only for the shortest intervening period. _ In the world 
L it is, the Central Bank should always be either inflating 
or deflating. To change at the right moment from the one 
to the other needs the greatest agility and the utmost prompt- 
ness in reversing the course of policy. 

Agility and promptness, however, are hard to come by 

in the sphere of Central Banking policy. We have already 
touched upon some of the difficulties the C^^ntral ^nker ha 
to face in making up his mind and some of the hesitat o 

beset h™ ““T 

the course of action he has chosen. But even ,f e cat r ■ ^ 
a correct diaenosis at an early stage, even if he meets 
opposition, political or technical, lie still “Py , 

produce results overnight. Let us suppose that t « Cent, . 
hank wishes to expand credit ,u,d encourage 
policy will be to lower Bank R.ite and to exp.md its ho » 
,f securities In this way the Member Banks will be enaDiea 

“dlMvIli befcl" f!r« in til Molmykt'ket.^d £spr-iatl 
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in" poripliery \s'here the Investor is to be found, more months 
must be allowed for him to make plans to seize his oppor- 
tunity. After he has arranged for tlie finance of his In\ est- 
ment, he will begin to spend money. Then, and then only, 
will the eflert on prices and unemployment begin to be felt. 
Ti adcsmcii will begin to increase their stocks (a potent form 
of Investment), the feeling of optimism will grow and the 
snowball ol inflation will begin to gather. A restriction of 
credit has more rapid effects, as we sliould expect, in view 
of the greater efficacy of banking policy in general in check- 
ing an expansion. But even if it were possible for the Central 
Bank to kill overnight all new projects of Investment, those 
projects that had already been started would continue. 
Many months would elapse before the forces of expansion 
had entirely given place to those of contraction. 


Tlicre is consequently even at the best of times a con- 
siderable interval of time between tlie inception of even the 
most resolute Central Banking policy and its fulfilment. Add 
this cau.se of delay to the difficulties of diagnosis and to the 
procrastinations imposed by politics, by the need of con- 
vincing or overcoming opposition or by mere natural liesi- 
tancy, and the limitations of Central Bank control become 


apparent. It is not an exaggeradon to say that most of the 
energies of Central Bankers in recent years have been con- 
sumed, not in resisting tlrose natural economic tendencies 
that produce booms and slumps, but in counteracting the 
belated effects of their own previous policy. An example 
may be taken from the history of the Federal Reserve system 
m the United States. A policy of expansion adopted in 
1927, though doubtless correct at the time, was maintained 
for so long that it contributed to the creation of one of the 
most astonishing inflations ever witnessed. By the time the 
various factions in the Federal Reserve system could make 
up them minds to curb and restrict this expansionary move- 
ment, It had already burnt itself out. The raising of Bank 
Rate and restricdon of credit in the late summer of 1020 
did not, consequently, arrest the boom, they gave ad^d 
strength to a slump that was already incipient Once more 
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the opposite course of expansion was not wholeheartedly 
adopted until the bce;inning of 1932, two years too late. 

The task of Central Bankers is, it will be seen, an im- 
mensely didicult one. It is probably as much as can at 
present be hoped that their induence will in future be cast 
on the right side, rather than the wrong side, of the balance. 

This is a pessimistic conclusion to our survey of the scope 
for banking control. It would be less than frank not^ to 
acknowledge it as such. But it does not mean that nothing 
can be done. On the contrary, there is room for a vast 
improvement in the theory and practice of banking policy. 
Few Central Banks are sufficiently aware of their responsi- 
bilitv for the material welfare of their fellow-citizens. Fewer 
still are equipped to reach wise and prompt decisions, and 
having reached them, to apply them by every means m their 
power One of the tasks of the immediate future is to increase 
the responsibility of the Central Bank, to induce it to con- 
centrate its powers on the quest for equihbnum to act not 
merely in periods of crisis, but at all times as the governor 
and safety-valve of an economic mechanism which is con- 
„an,ly prone to get out of hand. These are q»-tht.es that 
must ripen in experience and that cannot bg™ ” '“g 
lc"islalion. Additional stale control of the Central Bank 
may indeed, be necessary in countries such as Grc.at Bn am 
when- that control has hitherto existed only m a '''«l.rnentar, 
form since financial policy will, in luturc, be only pan of 
wider policy whose professed aim is economic stabihzati . 
But state control that imposed on the Central Bank a fan 
policy, or that hampered its choice of ^ ‘ 

LedL of action in pursuing Uie right policy vvould do fm 
more harm than good. The perfect Cential Bank d 
have the duty of nearly always swimming agams he cur e, it 
oi public feeling, for it is the current °f. 
altcrn itcly over-optimistic and ovei-dcspaiiui-,, 
n 0 e es mnsible tLu any other single factor for the swmp 
of boom and slump. State control that attempted 10 ensu e 
that the policy of the Central Bank should always be popu 
v^ith a democratic electorate would consequently be a disast . 
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the opposite course of expansion was not wholeheartedly 
adopted until the beginning of 1932, nvo vears too late. 

The task of Central Bankers is, it ^s^^l be seen, an im- 
mensely difficult one. It is probably as much as can at 
present be hoped that their influence will in future be cast 
on the right side, rather than the wrong side, of the balance. 

This is a pessimistic conclusion to our survey of the scope 
for banking control. It ivould be less than frank not to 
acknowledge it as such. But it does not mean that nothing 
can be done. On the contrarv’, there is room for a vast 
impro\ ement in the theor\' and practice of banking policy. 
Few Central Banks are sufficiently aware of their responsi- 
bility' for the material welfare of their fellow-citizens. Fewer 
stiU are equipped to reach iN-ise and prompt decisions, and 
having reached them, to apply them by every means in their 
power. One of the tasks of the immediate future is to increase 
the responsibility of the Central Bank, to induce it to con- 
centrate its powers on the quest for equilibrium, to act not 
merely in periods of crisis, but at all times as the governor 
and safety-valve of an economic mechanism which is con- 
stantly prone to get out of hand. These are qualities that 
must ripen in experience and that cannot be enforced by 
legislation. Additional state control of the Central Bank 
may, indeed, be necessary in countries such as Great Britain 
where that control has hitherto existed only in a rudimentary' 
form, since financial polic\' wll, in future, be only' part of a 
\vider policy whose professed aim is economic stabilization. 
But state control that imposed on the Central Bank a faulty 
policy, or that hampered its choice of weapons and its 
freedom of action in pursuing the right policy, would do far 
more harm than good. The perfect Central Bank would 
have the duty of nearly always s%\'imming against the current 
of public feding, for it is the current of public feeling, 
alternately over-optimistic and over-despairing, which is 
more responsible than any other single factor for the swings 
of boom and slump. State control that attempted to ensure 
that the policy of the Central Bank should always be popular 
\vith a democratic electorate would consequently be a disaster. 
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Chapter VII 

THE FOREIGN EXCHANGES 

foreign currencies 

ONEY ultimately derives its value, as we have seen, 

1 ' )l from the fact that people are prepared to accept it in 
pavmcnt for poods and sere-ices. It may be composed of 
m tT hich i pieeious in itself, or it may have attached to 
TZ privilege Tf legal tender. But neither of these qutdm 
1. essential to the definition of money, and, m fact, the great 
mSs'of monetary transactions within Great Britmn is aceom 
nlished by means of paper documents that aie not leg 
le'rder. ff a resident of London seeks to ^ 

,0 a resident of Glasgow, payment by ^ 

nr bv Chenue will be acceptable. Indeed, of the thr^e the 
Lone S the most convenient, w-ill be the most accept- 
abk, ioS it is drawn on a bank known to the creto 
bv a debtor whose solvency he has no reason o on . 
ftYaeCaMity “f ^'^ncs quaUftts them as money and 

^“tllfr^SlTthistorrs^^ 

maitvlthllnaneial transactions that cross^ 

state and involve the ‘"''■'“7 * “terv, til thlt there 

at the veiT outset we must make the 

is no substance, no means of payment, w ic 

tn settlement of debts 

international money, ^o this s a ein 

been in previous ages one cxa-ption “ | ; the 

shall hate to devote an entire *7 ““ system, 
role played by gold in the ‘ pi con- 

Gold has currencies Is close. ^ But 

ncctions with the vaiious 
i„rbcc„uditionsof.— 

national money, at least so lar 
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concerned. The British importer of American cars, the 
Indian purchaser of British steel, the Arc;entine railway 
company remitting a dividend to its shareholder in Chelten- 
ham — none of these make their pax iiu nts by shipping bags 
of gold about the surface of the globe. Throughout this and 
the succeeding chapters we shall find gold constantly in- 
truding as a special case, or as an exception, in the 
general exposition of the nature of foreign exchange. But 
the cases in hich gold is used arc so few, relative to 
the bulk of international transactions, that wc can safely 
ignoie them so far as the main thread oi the argument is 
concerned. 

We return, then, to the statement that there is no form 
of money which is acceptable internationally. A Belfast 
linen manufacturer who sells linen to a London merchant 
will be glad to receive payment by cheque or by banknotes 
or, indeed, if the purchaser wishes, in coin. Any of these 
are useful to him, they represent pounds, shillings and pence 
\\ ith which he can buy fla.x or pay the wages of his employees. 
But let us suppose that instead of selling his linen to London 
he has sold it to New York. How can he receive payment ? 
The American purchaser will have dollar notes ; but they 
are of no use to the Belfast linen manufacturer, for neither 
his flax merchant nor his employees arc willing to be paid 
in dollar banknotes. The Belfast man would be glad to 
have pound notes ; but the New York merchant does not 
in the ordinary course of his business, come into possession 
of any pound notes. Nor is the matter any simpler if pay- 
ment is made by cheque. The American’s cheque will be 
unacceptable to the Ulsterman, for it will be drawn on a 

bank of which he has never heard in a currency that is of no 
use to himi. 


Now m practice, of course, these difficulties would not 
present themselves. The Belfast manufacturer, on receiving 

h If V ^ f deposit 

his Belfast bank and receive in exchange a deposit 
reckoned in pounds, shillings and pence. But this Lly 
s 1 s the responsibility. What use can the bank make of 
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d(,ll in and cents ? Neither its clerks nor its depositors nor 
its shareholders are prepared to receive dollars m payment 
of their various claims upon it. The bank cannot afford to 
accumulate useless dollars ; it can therclorc afford to give 
pounds in exchange for dollars only ff it m its ti>rn can 
exchange the dollars into pounds again. The Bellast bank 
will therefore exchange its dollars into pounds by selling 
them to a London bank. But if so, the dollars will not yet 
have reached the hands of anyone to whom they are directly 
useful The process of exchange will therefore come to an 
end onlv » hen the dollars arc sold to someone who is willmg 
to take'dollars in exchange for pounds, not “"'‘y 
purpose of further exchange but because he I'ltncdf “ 
use for dollars. The only people who have any rise for del 
are residents in the United htates or those who have pay 
ments to make to. or wish to accumulate balances m. the 
United Slates ; and, simil.trly. the only 
anv use for pounds stcrln.g are 
Kingdora.‘ or those who have payments to male 

Ummd Kingdom, principle 

cham^^ : ach country has i.s own money, and t ough each 

nalioLl money is freely | wn 

country, no national money rs freely 

A A fnlloNvs as an obvious deduction that all 
country And it fdbivs as^a^^^ 

payments w merchant is to 

of one money for anotl . ^ Ae 

make his payment to the Heius 

American must ^ must 

a'S .0 ht! in etther case an exchange of currence. 

'’“mi'retmng is, of course, platitudinous It. the extreme. 
But it is nevertheless worth while to ‘'"'P "P”" ' ’ ; 

absolutely fundaurental to any understanding of 

, o, ot C.W.S. «' “■/ -- l’““ 

the pound 5tcrlinu serves .scurrency^^^ 
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national working of money, and inanv jx'.pidar filku ics arr 
l>asccl upon ignorance of it. An cxcliangc must, of course, 
lia\'e two parties ; dollars caiipot lac exchanyial i'or picinds 
unless at the same time pounds ate exclianced fa' doll, its. 
And as cash payment in\ol\e^ t\\o parties, a payer and a 
receiver, it follows that most intt'inational monetaiw ex- 
changes iinolve four distinct persons, two payers and two 
rceeisers. This process of exchange is often looselv referred 
to as ‘ conversion ’ ; one speaks of ‘ converting ' doll. ns into 
pounds at such-and-such a rate of exchange, of the ‘ con- 
\eision oflrancs into guilders, and so lorlh. 1 he wt.iial may 
give rise to a serious misunderstanding. The miller converts 
wheat into flour, the baker cc,)nveits flour into bread. But 


these are operations very din'erent from the exchange of 
currencies. The miller, evhen he converts grain into flour, 
does not have to seek out somebody who wants to convert 
flour into grain ; nor does the baker lia\ c to find people who 
wish to convert bread into flour. But there is no means by 
which the owner of a pound note can ‘ concert ’ it (in the 
miller’s or the baker’s sense) into one or mnie dollar notes. 
True, he might use it to buy something, ship that something 
to America, and there sell it for dollars. But that would be 


two acts of exchange, not one of coin ersion. ‘ Conversion,’ 
when used of currencies, always means exchange. 

Another example of the same misuse of language can be 
drawn from the familiar phrase referring to ‘ money coming 
into London’ or ‘money being withdrawn fiom Londond 
The only w'ay in which money can literally come into Great 
Britain is by the physical importation of pound notes (or, in 
the special circumstances of the gold standard, gold) What 
IS almost always meant by an ‘ inllow ’ or ‘ outdow ’ of money 
IS that foreigners are acquiring pounds in c.xchange for their 
ow^ currencies, or that they are exchanging pounds back into 
their own currencies. There is no more money in London 
as a result of an ‘ influx of foreign money ’ (unless, indeed, 
the Bank of England or the other banks happen to have 
created more money, which is, of course, an entirely different 
matter), and no less money as the result of a ‘ flight of foreign 
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’ All that has happened is that a greater proportion 
iin the case of an ‘ inhux ’) or a smaller proportion (in the 
case of a ‘ ivithdrawal ’) of the total of British money belongs 
to forci<mcrs than before the ‘ inflow ’ or outflow. \\hy 
fo^eigne^s choose to mvn more or less Bntjsh currency - 
matter with which we shall be concerned shortly , here the 
points to be noticed arc that British currency is only of use 
U, them for spending in Great Britain, and that the only \vay 
(hev can acquke ohiisposc of i. is m eukang, for then own 

'i^sunce of „.e way in wi.ich .he principle 
of ct-lianee is iquored will be of use. In the years after the 
0 ToU-rSni'en the problenr of German Reparauons 

rma ir^tenliy a O-e German ^e. of inabilny to 
paymustbe f ^ 

of Germany had a taxable rncome j 

Governments were not prepared to , I„ 

they have been, Government had to 

order to pay Repo .rttons othercurrencies, 

exchange its marks for pounds, fi ancs ana tn 

and the dilheulty arose 

other eurreneies were w. hng to '- mnge^th™ 

r;,:''S,rrt;:rfy-— 

^^'‘rlmilar misconception 

UnitedStatesintheyearsbetweente^ 
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when they managed to afTord expensive armies and navies. 
Here again the difiiculty, reduced to its simplest terms, was 
tliat the armies and na\ics were paid for in pounds and 
francs while the war debts had to be paid in dollars. The 
debtors found difficulty in exchanging their own pounds, 
francs, etc. for dollars, because not enough Americans were 
willing to take those currencies in exchange for tlieir own 
dollars. In both cases the difficulties were difficulties not of 
payment but of exchange. 

It is absolutely \atal to any understanding of international 
monetary problems to bear clearly in mind that every inter- 
national transaction involves an exchange of currencies, and 
that every exchange of currencies involves the voluntary co- 
operation of at least two parti es. It necessarily follows that 
every flo^v of payments from one country to the rest of the 
world must be exactly balanced by an equal flow of payments 
into the country from the rest of the world, for every pound 
given in exchange by one set of persons is also a pound taken 
in exchange by another set of persons. This is the first, and 
virtually the only, Golden Rule of the Foreign Excham-cs 

THE FOREIGN EXCH.ANGE MARKET 

Ever since the outbreak of war in September 1939, trans- 
actions in foreign currencies have, in most countries, been 
subject to strict control. The Government has reserved the 
right to say who shall be allowed to exchange the national 
currency for foreign currencies, for what purposes, and at 
what ratios of exchange. There is no longer, save in a very 
few fortunate countries, anything that can be described as a 
free foreign exchange market. 

Nevertheless the next few sections of this book are left 
substantially as they were written before the war. This is 
done for two reasons. In the first place, it is the declared 
object of the American, British and most other Governments 
to restore at least partial freedom to the foreign exchange 
market. In the second, it is only by understanding the way 
m wbch a free foreign exchange market works that the 
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nroblcms and methods of exchange control can be appreci- 
Ld The following paragraphs are therefore written m the 
present tense, in the hope that some day that tense will once 
again be literally coricct. 

^ The foreign exchange market is primarily the mechan- 
ism by ^^•hich exchanges of national currencies 
throucdi. But before we examine its mam functions it will be 
as weil briefly to explain the working of Bills of Exchange, 
which ^^■c gave a brief glance in chapter ii. Bills of Exchange 
are not so much a means of making international paymen 
aS of rendering international payments unnecessarjx We 
have alreadv seen that before a payment can be made fro 
Ihe United States to the United Kingdom (e g. for a consigm 
ment of linen sent from Belfast to New \ork) it 

ror it to be < 

t .h° clL.™d for pounds, an 

™ha « bo effccrid, and both payments earned througK 

The mkhanism of the Bill of Exchange secures the same 

result though with ^ ^e A cheque 

A Hill of Exchange is closely akin to a cnequ . / _ 

• o de addressed by a creditor (i.e. the depositor) to 

a cheque is an j t „ Bill of Exchange 

1 rrcheque Tfe liu dilTerences are threefold i a 
^LTulLkSd to a banh. while a Bill of Exch.ange may 

be addressed to whilki Bill of Exchange 

navablc immediately ( at sit,iu j, rhenue 

lpjdr.es a date on which it will beconw I»V* ■ ^ 

is usually acceptable m P''''®" „,eet it, but 

riiroaxtrngjk nj: (Jalh. until it 1. n been ^ac^tW 
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specifics upon its face the nature of (he transaction wiiit li it 
is drawn to finance. 

Now let us sujiposc that our Bclfist linen manufacturer, 
McDermott, had drawn a Bill of E.xchauRc upon his New 
York client, Brown, instructim;' him to pay the sum of,ri,ooo 
‘ ninety days after sight ’ either to McDermott or to whonisr)- 
ever might by that time be in possession ol' the Bill of f'.x- 
change. The bill would be sent toBnnvn who would ‘accejit’ 
it, by writing his name across it, and return it to McDermott. 
Now we may suppose that at the same time Jones of Liverpool 
is anxious to remit ;{^i,ooo to Smith of New York in payment 
for cotton. What could be simpler than that McDermott 
should sell his bill to Jones, who would forward it to Smith ? 
When the bill falls due for payment Smith presents it to 
Brown and receives the equivalent of £i,ooo in dollars. 
Each debtor has paid, and each creditor received payment, 
in his own national currency. Both transactions have been 
effected without any international exchange being necessary. 

This is the simple frame\vork of the Bill of E.xchange 
system. But there are a number of embroideries, of which 
two deseiAT mention. In the first place, a Bill of Exchange, 
even when accepted, cvill not be saleable in the public market 
unless the solvency and credit standing of the drawee-and- 
acceptor are known. A bill drawn on Mr. Brown, an obscure 
linen merchant of New York, may be very difficult to sell. 
Consequently the practice has grown up of having the accept- 
ing done by a firm of international repute and standing. 
Brown would arrange with the National City Bank of New 
York to accept his bills for him, and he would request 
McDermott to draw the bills on the bank rather than on 
himself Or he might arrange with a London bank, or \sith 
one of the large London ‘ accepting houses ’ that make a 
speciality of this business, to accept bills on his behalf This 
in fact would be the more usual procedure, since it would 
save the time necessary to send the bill over to New York 
and then back again. Bills that are drawn in pounds are 
usually accepted in London whether the ultimate debtor is 
an Englishman or not ; and similarly bills that are drawn 
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in dollars arc accepted in New York. The bank or accepting 
house does not (necessarily, at least) lend any money by 
acceptin'^ the bill ; Brown rvill be expected to put the bank 
in funds ’ before the bill falls due. Its essential 
assure the market that it has investigated the bona Jides d 
debtor and will stand guarantor for him. In a word, it lends 
its credit ; and the process of arranging to have one s bills 
accepted by a bank is technically known as opening a 

second place, when a bill has 

well-known bank or an accepting house of the first rank, it 

,nos.-respceted f ^ of Exchange 

States McDermott might have sold it to the 

which wanted to second purpose. 

When Jonc. who «,ds^a .11 Ly 

pavnicnt to the United c. . ■ , o ‘ nintiiritv ' other- 

a bill I-' "“"x: ato 

wise his creditor w ill h. \ bill as soon as 

,he bill. But .he Midla,.d B.a..k , j,„nnd 

it is accepted. Consequently . d„nand) 

for bills (as distinct from the fort v ' , -earlier. In other 

®''“I",'ite'lmal)TadisressM^ 
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‘ forelgn-bllls-of-exchange market.’ It was the place where 
bills payable in New York, Shanghai, Ruenos Ain s ,ind half 
a hundred other places could be bought. For many decades 
this was the main method of making payments. 

Bills of Exchange can still be bought and sold in the 
foreign c.xchange market. Indeed manv books on the foreign 
exchanges still treat them as the main staple of trading, 
although they do not now assist in settling more than a 
fraction even of those international transactions that are 
concerned with the actual import or export of goods, let 
alone the great body of purely financial dealings. More- 
over, there are two elements in the price of a Bill of Exchange 
drawn in a foreign currency : first, the value of the foreign 
currency, and second, the discount on the value of the bill 
until its date of maturity ; and the latter element is a mere 
source of confusion when we are concerned only with the re- 
lative values of different currencies. After this brief mention, 
therefore, the Bill of Exchange will receive only incidental 
recognition in the rest of this chapter. The foreign exchange 
market now concerns itself with the direct exchange of one 
currency for another ; ‘ foreign currency market ’ would be 
a more convenient name, were it not for the reminder given 
by the word ‘ excliange ’ that all international transactions 
are exchanges. 

The word ‘ market ’ is used in a figurative sense only, 
for traders in foreign currencies do not, like other traders, 
meet each other face to face to make their bargains. Indeed 
the foreign exchange market is not even confined within the 
borders of any one country, since modern methods of com- 
munication have made it possible for all the financial centres 
of the world to be bargaining with one another at once. 
The foreign exchange dealer transacts his business over the 
telephone or, where distances are very great, by cable, and 
a foreign exchange dealer in London will deal with another 
ill Paris or New York as readily, and nearly as often, as with 
his colleagues in the next street. 

The reader should also beware of a second misconception. 
The average man s acquaintance with foreign currencies is 
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usually limited to tlie exotic-looking banknotes he uses on his 
occasional Continental holidays. Foreign currencies m this 
literal sense can, indeed, be bought and sold in the foreign 
exdiangc market, but they form only the tiniest_ fraction of 
its business. Just as, in a country like Great Britain or the 
United States, the great majority of transactions is settle , 
not by cash, but bv cheque, so in the case of exchanging 
monci no. for goods bu. for o, her kinds "f tyty' 
tlic larecst port of the transactions is settled by Ae transfer 
of documents akin to cheques. In fact the business of the 
forci. I. c.ccliangc market is to ciccliange bank deposits in 
one iouiitrv for bank deposits in another country, and pay- 
mtuii i" made bv ci.et|,.c. Bu. since a foreign exchange 
transaclion is not an excliange of goods for money but 0 
money for money, both sides of the transaction are settled 
hv flicnue When, for example, £i,ooo is sold tor Hfioo, 
AO ik If pounds hands over a cheque for £.,ooo drawn 
on his London bank, in excliange lor a cheque for 
to m on a New York bank. Even this is not an accuiate 
dneion of the m.ijoruy of transactions. A c eque o 
a New York bank has lo be sen. over Ac A‘'““ “ 

S^lt f„r'Mo7to-;LroSayj are 

telegraphic transfeiV and 

seller of dollars would send a cable to Uis 

function was to put those wl o cKchange 

those who wished to buy i s- ■ o j. exchange 

nsarket like that of London the re aie ,i„ 
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balance of sufHcient dimensions in carli of the main centres 
of the world. The business ronscr[ucntly invokes a con- 
siderable amount of capital, and the banks arc, in fu t, the 
chief dealers in the foreign exchange market. The banks 
stand reach’ to gu\’e or take any lorcigii ctincncy in exi Tange 
for tl.cir own currency. They will even cx( Tange two (oi cign 
currencies ; thus, a London bank will exchange dollars h)!’ 
francs or vice versa. But the bulk of their business consists 
of exchanges of their own currency (pounds in tlie case of 
a London bank) for foreign currencies or vice versa. If a 
London bank buys dollars it will make payment either by 
crediting the account of the seller or by gix ing him a cheque 
drawn on itself. Similarly, wlicn it sells dollars it will t<ikc 
payment either by debiting the account of the purchaser 
or by receiving a cheque. 

This w illingness of the bank to buy or sell foreign exchange 
is, however, subject to one qualification. No dealer in com- 
modities of the ordinary sort will, in normal circumstances, 
lay in stock more rapidly than he is selling it out, or deplete 
his stock by sales without replenishing it again by purchases. 
Similarly, the bank will try to keep its stocks of foreign 
currencies at about their normal level. If those stocks show 
a tendency to increase, that is, if the bank has been buving 
more foreign currencies than it has been selling, it will enter 
the market on its own account and sell foreign currencies 
until its stocks have returned to their normal proportions. 
If it has been selling more than it has been buying and its 
stocks are beginning to run low, it will enter the market as 
a buyer. The general rule is that the banks try to adjust 
their stocks of foreign currencies— that is, their balances 
with foreign banks— at the end of every business day, and 
sometimes even more frequently. They therefore, in the 
main, play the part of dealers pure and simple. When 
demand for a currency exceeds supply they do not increase 
the supply out of their own stocks ; and when supply exceeds 
demand they do not attempt to level demand up by buying 
for their own account. In this way — in the absence of 
any of the devices for controlling the market which will 
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be described later— the demand for and the supply of a 
chiency arc allowed a great deal of freedonr m de.ermrrrrng 

its price. 

the rate of exchange 
What is the price of a currency ? We may best answer 

pound of sugar ? The answ« 

“of XTc y wSfaie cousidcred a. 

changed. I. is the ratio or rate, of exe ange. 

iZ thies the :lbcr of uuits“of one currency 

which exchange, m the oreig^ between dollars 

“°ds - O tat nreans that four dollars are con- 
and pounds is in-exchanee as one pound, 

sidered as having the same '' p . f commodities 

There is, however, one ^ ^ that 

.re quoted by ■“ 

are given foi ""' ""h can read that rubber was so-and-so 

many pence a pound, i ‘ ^ forth. 

coal “-X^yXfoS" rXncies are quoted in exactly 
Now m New York, loui^^n ^,^oie 

,he same way. In the «">' f P';- ,»n “d cost $4 each, 
page, the New Yorker can read hat pou 

Francs cost half a cent each and so f^- 

by a '’nilaT "ing how m.aF.y pounds, 

Other way round. InsUad _ f^^. one 

shillings and pjmcc lav w quotations say 
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the same, it is merely the method of quotation that differs. 
This topsy-turvy method of quotation makes it a little 
more difhcult to follow the mo\’ements of the market. 
When sugar gets cheaper, the price — the rate of exchange 
—Jails. But when the dollar gets cheaper the rate of exchange 
rises. This is easily intelligible with a moment’s reflection 
on the meaning of the word ‘ cheaper.’ When anything 
gets cheaper relatively to another, that means that more 
of it is given in exchange for a fixed quantity of the second 
thing. When sugar falls from qd to 3d per lb. that means 
either that one pound of sugar can be bought for three pennies 
instead of four or that eighty pounds of sugar will be given 
in exchange for jTi instead of sixty. Similarly when the 
dollar falls from $5 to $6, that means either that six dollars 
arc given in exchange for £1 instead of five or that one dollar 
costs 3s 4 *^ instead of 4s. The different methods of quota- 
tion are puzzling, but they do not affect the heart of the 
matter. 


Having defined the rate of exchange between — or 
relative price of— any two currencies, we can pass on to 
the very much more difficult and important question : 
What causes the rate of exchange to be what it is ? What 
causes it to move from time to time ? The first point to 
be made is that fluctuations in the exchange rates are as 
normal and natural as fluctuations in other prices. There 
have been times when this statement would not have been 
true. When, for instance, two currencies consist largely or 
entirely of actual gold coins there can be little fluctuation 
in their value b terms of each other, for the difference 
between them is only that one unit is a greater weight of 
gold than another. In such circumstances the exchange 
rate is equivalent to the ratio of value between \ ounce of 
gold and ^ of an ounce of gold. This is a fair descrip- 
tion of the relations between the pound and the franc for 
several decades before the war of 1914-18. But since that 

wmld bSb ^ of currencies in the 

world both of which have consisted entirely, or even mainly, 

of gold coins. Where each of two currencies, while col^ 
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*ll„e of paper banknotes, is based on and convertible into 
Sd Iteunbion in the exchange rate between them is also 
® ’ 1 r 'trvr! cn lonfj' as the banknotes can be freely 

severely “J “vill be argued in the next 

Saptw thrindefinitc maintenance of gold converttbility 
a’matter .hat can s*ly be M to 
of natural forces, but need _ _ stabilitv of the 

stabtllty or fluctna ton oUhe «cl^ i 

more desirable it exception 

fact that periods of ^dity ^ 1 ^ 

rather than the coiutan formed their ideas 

of those interested in ^ /e n e exceptional 

on the subject during f , in the case 
periods ishen stability of the exclu ^ rule, 

of a number of monetar>. bistability as 

and there is consequently a ^^qqirs. Those who for 

an unnatural and alarming s . ^ ^ 
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would be abnormal and their j of exchange 
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make remittances to the I'l'ilecl StaR's for any one of hundreds 
of reasons. Tliey may want to pay fiar poods IjoiiL.iit, or for 
services rendered. They may have a d' ht to pa\ In .\;r!('! ii a, 
or interest on it. 1 liey ]na\’ w i>li tr) l.)u\' American seem itics ; 
or Americans who Inu'e owned Briu.di securities, hacinp sold 
them, may wish to icmit t!:c proce-ds h une. Ihitons may 
wish to send piesents of money to their .American relatives, 
to acquire dollars for the purpose of ti.iwllinp in the United 
States or on Ameiican ships, or to |)ay royalties on .American 
films. Anyone who, havinp pounds, wishes to exchange 
them into dollais, for whatescr reason, is ‘ demandinp ’ 
dollars in exchange for pounds. Anyone who, ha\ iug dollars, 
wishes to exchange them into poimd.^, for whatever reason’ 
is ‘ offering ’ or ‘ supiilying ’ dollais in exchange for pounds! 
The ‘demand’ for dollars is, of course, the ‘ su[)ply ’ of 
pounds, and the ‘supply’ of dollars is the ‘demand ’ for 
pounds. When we talk about the relative strength of the 
demand for, and supply of, dollars in exchange for pounds, 
we mean the relation of the number of pounds that are beinc^ 

‘ oficred ’ for excliange into dollars to the number of pounds 
that are being ‘ demanded ’ in exchange for dollars. 

The reasons that may undcilie a demand for or an offer 
of a currency are so many and so variable, and the origins of 
demand ’ are so independent of the origins of ‘ supply ’ that 
It w^ould seem, on the face of it, to be a mere coincidence if 
the number of dollars which are offered for sale on any one 
day were exactly equal to the number of dollars which were 
wanted for purchase. In fact, it is highly probable that the 
demand and _ supply ’ sides of the market wdll not be equal. 
Nevertheless it is axiomatic that at the end of every day the 
number of dollars bought must equal the number of dollars 
sold, since every sale of dollars is also a purchase of dollars 
by someone else. But if demand and supply were originally 

crn-Tn’thl ^ accomplished 

m the absence of control or intervention by the Govern- 
ment be brought about only by a change of price that is 
by a movement of the exchange rate. Let us^suppose thaj 
the close of business on Monday night the doIlL-pound 
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-n =: /i Now on Tuesday morning 
exchange rate f ' f- than wish to buy 

more people wish to bus hollars p 

pounds for dollars at that rate. S “C th' “ ^ 

r„ exchange for pounds 

dollars 111 terms 0 pou ^ possessors of 
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is, the exchange rate ivd 

So long as sellers exceed J Pp d sterling.’ 
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Blit arbitrage need not confine itsell to twn curremies. 
Let us suppose that the exchange rate between dnllar and 
pound is §5 = in both London and Xew hoik, the 
exchange rate between pound and tranc is loo lis. /.i, 
in both London and Paris, while the exchange rate between 
franc and dollar in 5 cents 1 fr., in both Paris ;ind New 
York. These rates are all in eciuilibrium, there are no 
divergences out of which an arbitrageur can make a proft. 
Now let us suppose that there is suddenly a large payment 
to be made from London to New York, which increases the 
supply of pounds relative to dollars, but does nothing to alVcct 
the flow of payments between London and Paris, or between 
Paris and New York. The increased demand for dollars in 
London will force the exchange rate down to, say, 
and arbitrage transactions will see that the moNcment is the 
same both in London and in New- York. But if neither of 
the rates in which Paris is concerned has moved, there will be 
a profit on three-cornered arbitrage. A sum of in 
London will still buy 10,000 frs. and 10,000 frs. w ill still buy 
$500. But $500, at the new London-New' York rate, is now 
worth slightly over ;^ioi. It is therefore profitable to send 
money chasing round the circle and the arbitrageurs will 
promptly do so. The supply of pounds relative to francs 
will increase, while the demand for dollars in exchange fur 
francs will also increase. The London-Paris rate will fall to, 
say, 991 frs.= £ 1 , while the Paris-New York rate will fall to 
say, 4.965 cents = i fr. In other words the dollar wall have 
risen both in London and in Paris, but more in London than 
in Paris, while the pound will have fallen more in New' York 
than in Paris, and the franc will have fallen in New York 
and risen in London. In this way changes in the conditions 
of demand and supply between any pair of currencies are 
communicated to the remainder. If the increased demand 
in London had been for dollars and francs equally, the pound 
would have fallen equally relatively to both franc and dollar 
while the franc-dollar ‘ cross-rate ’ would not have been 
affected. We cannot thus accurately speak of the demand 
for or supply of a currency in exchange for any one other 
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THE VALUE OF CURRENCIES 


I'lic reasons that may impel people (o e.xehati,E;e currcnries 
arc, as we have seen, manifold. But it is jiossihle to classify 
them into three great categories. The iirst and most obvious 
categor)' of international remittances is in re.'^pect of ordinar)' 
trade. ‘ Trade ’ in this sense does not mean merely the 
purchase and sale of goods that can be seen and handled. 
It includes also the purchase and sale of services — the sale 
of steamer freight, of services to tourists, of insurance, of the 
right to use patents, and other ser\ ices of the sort. In fact 
‘ trade ’ includes both ‘ visible ’ and ' iiu isiblc ’ trade. 

The second great category relates to movements of capital 
and interest on capital. Englishmen in the past have invested 
vast sums of money in foreign countries,' by the direct 
purchase of properties, by the purchase of shares in foreign 
companies, and by making loans to foreign countries and 
industrial companies, and though these investments were 
heavily dravra upon during the war of 1939-45, many of 
them still exist. Whenever interest or dividends are paid on 
these investments or the original loans are repaid, a payment 
is made by foreign countries to Great Britain and the demand 
for pounds is increased. Similarly, whenever a foreigner 
wishes to make an investment in Great Britain, either by 
buying a house or factory or by purchasing British securities 
on the London Stock Exchange, he must first exchange his 
own money into pounds. In periods when exchanges from 
one currency into others and back again were easily effected 
Aere was a considerable amount of short-term international 
investment. Banks in London would place some of their 
second line of reserves— the funds that they lend out ‘ at call 
or short notice ’—in New York rather than at home, if thereby 
they could obtain a better rate of interest. Also, in times of 
trade depression or political instability, individual capitalists 
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^vould move their funds about from centre to centre in search, 
not of higher interest rates, but of security. In the mter-war 
years the volume of this ‘ international short-term capital, 
or‘‘ hot money,’ became very large, and its sudden move- 
ments were often veiw disturbing. But ‘ international short- 
term capital ’ is likely, in the years to come, to be very small 
in amount, for even those who are most ambitious for th 
return of free foreign exchange markets recognize that it 
will be necessary for governments indefinitely to maintain 

a ti'^ht control of capital movements. 

The third category- is that of speculative transactions. 
People mav wish to acquire dollars for no reason other han 
their belief that the dollar is about to rise in value relative 
to other currencies ; owners of pounds may be ^nxiou to 
exchaime them for other currencies because they fear th 
the nound is going to hill in value. Nearly every foreign 
etch^-e transaction can be fitted into one of these three 
cither it is payment for goods received or services 
S - o" i. movement of copi.al for investmen 
or security or of interest on capital previously invested , o 
else it is a speculative transaction designed to make a proh , 
or avoid a iL, out of the movements of the rates of 
themselves.! We may name these three categoii 
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ments into Great Britain. Over a period of twenty years, 
for every ^i,ooo invested abroad by British citizens, about 
;£'i,ooo is sent back to tliem in iniere;,t. Over the twenty 
years as a whole, tlicrcfore, the supply of pounds ;ind the 
demand for them have been increased equally. Capital 
payments, then, are ‘ sclf-re\ crsinq ’ : they always lead to 
payments being made in the opposite direction. Their cfl'cct 
on the value of a currency can be temporary, but not 
permanent. Indeed, movements of short-term capital — 
when there are any — tend to reverse themselves very quickly. 

Speculative transactions are similarly self-reversing. 
When a speculator buys a currency with the hope of making 
a profit out of a rise in its value relative to other currencies, 
he cannot make his profit until he sells the currency. Simi- 
larly when he sells a currency in order to make a profit out 
of a fall in its value, he cannot make his profit until he buys 
the currency back again. The principle of double transac- 
tions is inherent in the nature of speculation. 

Our first category, that of trade, is the only one of the 
three which is not self-reversing. ^Vhen the Liverpool cotton 
broker buys dollars to pay for raw cotton he has bought, 
there is nothing in the transaction which will lead to a reverse 
pansaction at a later date. It is finished, and tvhatcver 
influence that exchange of pounds for dollars may have had 
on the exchange rates is permanent, in the sense that it will 
not give rise to an opposite effect at a later date. Now this 
distinction between the categories gives us a most important 
clue in our search for the principles that determine the 
relative values of different currencies. So far as day-to-day 
fluctuations in the rates of exchange are concerned we have 
to take account of every variety of payment passing. But 
since capital ’ and ‘ speculative ’ payments sooner or later 
reverse themselves, we can ignore them when we are con- 
sidering the permanent or ‘ long-run ' causes of a currency’s 
value and confine ourselves to ‘trade’ payments alone 
If we can discover what determines the size of the payments 
that a country makes for goods and services bought relative 
to the size of the payments it receives for goods and sciwices 
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volume of a country's trade are many and wirious, and to 
examine tliem all wnuld take us \ary far into the theory 
of international trade, which is Ixyoiul the scopi; of this 
book. But wc arc not here concerned w ith the causes that 
determine the si/e of a countrv's impurts and exports. We 
arc interested only to know wh.at causes the \'<duc ol imjiorts 
to alter rdaltri'h in the value of expm ts. 

Xow, it is obvious that one of the verv largest of these 
influences is fnicc. Peciple only buy foi'eiyn y,'oods w hen they 
can get a better article for the same prii c, or the same article 
cheaper, than by buying at home. And if foreign goofls get 
cheaper, more of them w ill be Ixmght. If the general h 'vcl 
of prices in Great Britain falls, more British goods will be 
exported, while fewer foreign goods will be imported into 
Great Britain, since they will base more diflietdty in com- 
peting with the home-made goods which have iallen in price. 
Thus the demand for foreign currencies in payment of im- 
ports will decline, while the demand for pounds in payment 
for British exports increases ; the demand for pounds will 
increase rclatocly to the supply and the pound rvill rise in 
value in rclatif)n to otlu'r currencies. This series of events 
applies to a fall of prices in Great Britain only rclativflj to 
prices in other countries. If foreign prices fall as rapidly 
as British prices, there is clearly no reason why British exports 
should increase or British imports decline. Conversely, if 
British pi ices remain steady w hile foreign prices rise, the 
effects wiU be the same as those of a fall of British prices. 
The effects of a relative rise of British prices arc, of course 
the opposite of those of a relative fall : British imports 
increase and British exports fall off. 

This connection bctw’een prices and exchange rates is 
really a very simple matter. The value of money is measured 
inversely by prices. When prices are high the value or 
purchasing power, of money is low and vice versa. Value 
measured by prices we may call the internal value of a currency 
while the external value of a currency can be taken as measured 
by the ratio at which it exchanges for other currencies. All 
then, that we have been saying is that movements of the 
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value of the currency had been arrested. In other words, 
they were not to blame. Now, if Profi'ssor damsel w.is riyht, 
this line of argument was quite wrong and a balanced budget 
was the first, rather than the laU, step in monetary re( on- 
struction, since it would stop the creation of money w hich 
was making prices rise. 

Professor Cassel’s views were generalh' accepted by the 
experts at the time, and c\cnts gate him a great deal 
of justification, for it w'as not until the go\ ernmcnts and 
peoples were ready to make the sacrifices necessary for 
balancing their budgets that the collapse of ctirrencics could 
be arrested. But regarded as a theoiy, the purchasing 
power parity theory' is subject to important qualifications. 

We have already observed that it is subject to modifica- 
tion by tariff policy. For if a country' is in the favourable 
position of, say, the United States, it can maintain a higher 
exchange value for its currency than would otherwise be 
the case. This may mean one of two things. When a 
country succeeds in putting on a tariff that is not oflset 
by other countries’ tarifis, the exchange value of its currency 
may rise without any change in its internal price level. The 
same result would be produced if the exchange value re- 
mained what it was preUously and the price level rose. In 
either case the external value of the currency would be greater 
than its purchasing pow'er or internal value. This is why 
for many decades dollars were able to buy more when 
exchanged into pounds and spent in Britain than when 
spent in the United States. 

In the second place, we must define what we mean by 
the price level. For obviously all prices do not enter into 
the calculations of those who carry on foreign trade. Houses, 
for instance, may be much cheaper in France than in Great 
Britain ; but no difference in the price will induce people 
to import houses from France. It is not right, however, to 
p to the other extreme and assume that the exchange rate 
is influenced only by the prices of things that actually do 
move in mternational trade ; we must take some account 
of the articles that might move. Thus, coal is not normally 
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^xnortod either bv Great Britain to the United States or 
bv the United States to Great Britain. But if the price o 
coal in Great Britain rvere sufficiently ^clow the price of 
coal in the United States to make it profitable to se^ i 
across the Atlantic-and if supplies were ay‘'i’l‘''ble the 
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the cxchansre rate, \vc should be confusino- (-anse and enret. 
On the other hand, if \vc run to the uihi-r cxtrenic and me 
‘cost of living’ index numbers we shall bi- iiuluding all 
manner of things, sm h as rent, whiih havi' no inllueiMc on 
international trade. Furthermore, the ret.iil prices ul g.xids 
in a country may be no guitla to the prices at wlmli the 
same goods are sold wholesale to foreigners. From this 
dilemma there is no esc.ipe. In many ways the best solution 
is to use an inde.x number of wage rates, fur wages enter 
into every form of service and eornmoditv, m.inufietured or 
not. Unless wages are lower in the export tr.ides than in 
the rest of industry (as was true of (beat Brit.iin in the 
decade following the war of 1914-18), movements of the 
index number of wages will he ,is dose a guide as can be 
obtained to the movements of the ptUe level of those goods 
and services which move, or whidi might mo\e, in inter- 
national trade. But even here we must make allowance for 
changes in the rclatice eniciency of labour in dilferent 
countries.^ 

A further objection can be brought against the pur- 
chasing power parity theon- as propounded by Prolitssor 
Cassel. An integral part of his theory was that mox’oments 
in price levels could bring about changes in exchange rates, 
but that changes in exchange rates exercised no influence 
over price levels. Now, clearly this latter part of the theory 


On the assumption that this difficulty can be overcome and that perfect 
index numbers can be selected, the ‘ purchasing power parity ' is calculated in 
the following manner. Let us suppose that it is the purchasing power parity 
between ffie pound and the dollar that Is required. First of all, some time in 
the past ,3 selected when it is assumed that the actual exchange rates corre- 
sponded to a position of equilibrium. Let us suppose that in the ' base-year ' 
the American index number stood at 120, the British at 100, while the rate of 
exchange wm $5.00 = £1. The index numbers now stand at, say 180 in 

CcT^ffiftwrcurrcn^re:-,""""- ‘ ’ 


# 100 _ 180 

♦ 5-00 X rrr ^ or $3.75 — £1, 


200 


120 


If the actual rate of exchange is J3.75, then the relationship between the 
averages of ffie two sets of prices contained in the index numbers will be the 
same as in the base-year And if the base-year position represented an cqulll- 
bnum, so, according to the theory, does the new relationship. ^ 
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Other countries’ price levels remaining steady. But if the 
country whose currency has fallen is a large and important 
purchaser of goods, it may form such a large part f)f the world 
market that the fall in its currency will bring about a fall 
of prices in other countries rather than a rise in its own 
prices. This is what happened after the pound depreciated 
in September 1931. The British market is the largest single 
element in the world demand for a great many commodities. 
When the pound falls and the inhabitants of Great Britain 
offet less (in foreign currencies) for these goods, their price 
in foreign currencies falls. Thus, after 1931, although the 
pound sterling lost 40 per cent of its exchange value the 
relative rise m British prices was brought about by a fall in 
prices throughout most of the rest of the world, while British 
prices were as nearly as possible stable. 

But though the extent of the effect of exchange move- 
ments upon prices differs from country to country, there b 
always some effect. Wc must therefore beware of saying 
that movements in the price level are the exclusive cause 
of movements of exchange rates. All that we can say is that 
there is a basic connection between the two. And when 
we attempt to define that connection by the purchasing power 
parity theory, we are faced with the formidable list of quali- 
fications which we have drawn up. The purchasing power 
parity theory is subject to the effects of tariff policy. Any 

‘ purchasing power parities ’ is hindered 
by the difficulty of knowing which prices to take into account 
nd of finding an index number to represent them. Afore- 
over, even if the calculation were possible, the result would 

bv for years and decades at a time 

by capital movements. 

In view of all these qualifications it is probably more 
prudent to avoid the term ‘ purchasing power parity^ The 
reader might indeed conclude that it would be as well to 
orget all about the theory. But this would be going too 
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emg defined as the rate at which the demand for 
231 



foreign exchanges 

each currency would be equal to .he supply of ip ignoring 
speeulntive and abnormal > capital movenaents. We cannot 
exaaly calculate this equilibrium rate, but a eompanson 
of the'^ movements of prices enables us to make a roug 
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to the Mahomet of the cxcliangc rate, Mahomet had to cr,, 
to the mountain. If costs and prices could not be lou . rrd 
It was inevitable that sooner or later tlie exchant^c \aliie 
of the pound .should fall. The ine\itable liappnied in 
1931, "hen the foreipm capital which had been attracted 
to London by the high interest rates suddenly took fright 
and fled, and in its flight dragged sterling off the gold 
standard. 

The converse is equally true. Just as the artificial 
maintenance of the pound at too hinh .i level imposed a 
handicap on Bdtish exports and exerted a depressing in- 
fluence on British prices, governments have occasionally 
med to maintain their currencies at too low a level in the 

hope of assisting their export trades. For a time this man- 
oeuvre may succeed, but we shall see in the next chapter that 
it as narrow limits ; m the course of time either the level 
'>/ages and costs must be allowed to rise and ^vipe 
out the differential advantage of the exporters or else the 
exchange value of the currency must be allowed to rise to 
Its equilibrium rate. In the long run economic principles 
will reas^rt themselves and the exchange rate will mevitably 
^nd to be neither more nor less than the ‘ equilibrium rate,’ 
v\hich would express a balanced relationship between the 
whole economic structures of the different nations.^ 

very long If a country can rely upon borrowing every year 

bovve r®" '“P 

above Its purchasing power parity for many years The 
best-documented case on record is that of Canada^in the years 
between 1900 and 1914. In these years, Canada borrLed 
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wliich are described in the n^rcha^J ' restrictions, 
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nriccs rose.i But this case is exceptional ; there are few 
Lintrics where the prospects of investment are so favourable 
and which are in such close touch with a large foreign capita 
market that they can rely on raising capital abroad every 
“car l td times as -ecll as good. For the great majonty 
of countries the ‘ long run ’ is no more than srx or eight years 

or so.^ 

CONCLUSION 

The main conclusions at which 
mav be stated in three broad propositions. _ To state them 
briefly involves a certain amount of dogmatism and some 
th™ amljec. to qualiGcatious. But the re-statement wtll 

yiqqist to sct the main outlines clear. 

1 Each national currency is acceptable as money only 
I tsacn iia international 

“'‘r'Mrange necessitates the willing consent of at least 
rwo panies. This is what shaqily 

I Thai te level ot Canadian P““ ™ *eV«« 

b, the .tteamolToreisn borrowing nd mon „f „poned goo* 

‘ laboratory experiment m t e pun p pomt a section 
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determined, in a way which does not lend itself to precise 
definition, by the relation existing between the intnmd pur- 
chasing powers of the dill'crcnt currencies. 

Throughout this chapter, however, one large assumijlion 
has been tacitly made. We have assumed that the foreign 
exchange market in each country is a free market, that is, 
that no-one is under compulsion cither to trade or to n (rain 
from trading, and that no limit is set to the (ree fluctuation of 
the exchange rates. We have been dealing with the theor>' of 
the foreign exchanges in the circumstances that the world 
of the inter-war years regarded as normal. Our next task is 
to remove this assumption and to inv’cstigatc the working of 
tne foreign exchanges in abnormal circumstances. We shall 
have to examine the working of the gold standard, a remark- 
able and ingenious mechanism for preventing rates of 
exchange from fluctuating — all the more remarkable in that 
it was never invented but, Topsy-like, ‘just growed.’ This 
we shall do in chapter ix. But in the meantime we must 
devote some attention to the effects of deliberate State inter- 
vention in the foreign exchange market, inquire into its 
objects and its methods, and attempt to assess what its 
consequences are likely to be. 
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Chai'tf.R VIII 

exchange management and (XJNTROE 

....J^CTS OF EXCHANGE MANAGEMENT 

" IW A cln I in the world where Fo.ne form of eon.rol 
!■" ' i; rt effective or ioeffcctive. is not exerersed 

direct or indirect, e rmintrv’s currency 

„«r the rates of exd,a.o?e " loess that 

and the currencies of other “"'’'J 'b the^ 

can be done m the “ f | by which such control 

“ shall have to sys.enrs of the 

,s exercised and its elle I 

countries that exercise it. But bo'o" “ ^ 

i, is as well to inquire »by f 

international transactions and the excnani, 

currencies. rontrollint; the exchange 

The most important reason f” ™' Cerent from what 
market is to make the rate o ex^^.^ |„^„„ment is satisfied 
it would be without con • _ interplay 

with the 

of demand and supply, different from the 

the managed or rate is 

free rate, three possible o jc desired to maintain 

tinguished. In the ^ Jlevel higher than would 

the exchange value of ^ ^ • I it may be desired to 

prevail in a free market. A ^ 

depress the exchange value o g^ercised to keep the 

level. Or tooghly equal, over a long 

exchange value of th Y iji^^^^te demand and 
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a free market would be prone. For puiposes of conveiiieiK e, 
we may distinguish tliese three possible objects of manage- 
ment as ‘ overvaluation,’ ^ ‘ undervaluation,' and ‘ avoidance 
of fluctuation ’ — and discuss them one by one. 

Overvaluation is by far the most common object of 
exchange management or control. Thci c are several reasons 
why a country should wish to keep its cunency at a higher 
value than would prc\ail in a free market. Fut ncailv all 
of them arise from one circumstance — namely that, for one 
reason or another, the country’s trading relationships are 
badly out of balance, and a free market woulrl lead to much 
larger quantities of the national currency being olfcred for 
sale than demanded for purchase. It may be that the 
country is at war, with little effort to spare fur making goods 
for export, and with the most pressing need to import both 
raw materials and finished goods. If the right to purchase 
foreign currencies were not most closely restricted — indeed 
virtually confined to the organs and agencies of the Govern- 
ment itself-— there would, in those circumstances, be a catas- 
trophic fall in the exchange rate. Afost systems of exchange 
control have, in fact, been imposed in time of war The 
period of recovery after a hard war, particularly one in which 
a nation s economy has been wrenched and distorted pro- 
duces a similar situation in which, for a time, a country mav 
ave more pressing needs for imports, and less possibility 
of producing exports to pay for them, than in normal times 
A fa 1 m the exchange rate, in such circumstances, could 
hardlybe expected to restore the factorsof supply and demand 
to equilibrium. If the pound were, in 1947, when these 
words are written to fall from an exchange rate of four dollars 
o a rate of two dollars, Britain’s need for American wheat 
tobacco and machinery would be no less and her ability to 

rate^t".xchTn^ti;t’r?h;7i;^ either one tl>al i, standing at .a 

or one that ts a ^ 'r. 1 ’ PP' =3 >- 2 ) 

free market. The two do not mean *’‘h'l'er tlian would prevail in a 

we obviously cannot, that a free market wouTd' 

rate. In most contexts ‘ overvaluation ’ is ‘ ‘P' equilibrium 

used in the second ; but having salverl ^ed in the hrst sense. Here it is 

conveniently ignore the slight logical ambi^uit^ of Umte^'n^''' 
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export would be no greater. Indeed the only effect would 
be to make American goods still dearer in terms of British 
goods, and therefore still harder to pay for by exports of 
British goods. In eases such as these, tlicre is every justifica- 
tion for the Government intervening to prevent the sharp 
fall in the e.xternal value of the currency that would occur 
in a market that was left free. Overvaluation is usually a 
desirable policy for any country that is under the sudden 
necessity of making very large purchases from abroad. 

A second reason for overvaluation is very similar. There 
are manv countries in the world which at dillcrent times have 
owed, or still owe, large debts to foreigners and expressed 
in the foreigner’s currency. Argentina and the British 
Dominions, for example, in the later decades of the nineteenth 
century and the earlier decades of the twentieth century 
borrowed vast sums in the London market, the loans being 
so-and-so many million pounds sterling. W hatever the ya ue 
of the Argentine peso or the Australian pound, these debts, 
and the interest on them, were payable in British poun s. 
After the First World \Var, when tlie currencies of most ot 
the Central European countries had collapsed, large debts 
were contracted by these countries both in pounds sterling 
and even more in American dollars. These countries, i e 
a country at war, were also under the necessity of making 
large payments to other countries. They were under 
necessity of acquiring large amounts of pounds 
not indeed to buy mumtions, but to pay their debt 
the cost of their debt payments at least appeared to be less 
if their currencies ivere kept at a high level relaUvely to the 
pound and the dollar. ^Vhether overvaluation is a sound 
policy for debtor countries, when all its consequences ar 
considered, is a different question, to which we ^ha 1 hav^ 
to return shortly ; but we can say that tliere is 

preliminary case to be made for It. r , 

^ A third reason for desiring the overvaluation of a nation 
currency may arise, not out of its international circumstances 
so much as out of its domestic position. Let us suppose th _ 
the country is threatened, for purely domestic reasons, with 
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an inflation of prices. Let us further suppose that it is a 
country \vhere imports and c.xports play a laiye part in tlx 
national economy. If the external value of the nation's 
currency is allowed to fall, imports w ill immediately hecomc 
dearer, while c.xporters will ire jrresented with sudden wind- 
fall profits. In both cases, fticl will be added to the flames 
ofintlation. And il, indeed, there is in crinseijuencc ;i yimeral 
rise in prices and wages, the purchasing power parity of the 
currency will fall and there is real danger of a \ iciotis spiral 
arising, with the internal and c.xtcrnal values of the currency 
alternating in pushing each other dowmvards. The anru- 
ment may seem fanciful ; but in fact it was the cause of die 
first big crop of exchange control systems in the earlvnineteen- 
tlm-ties. The reason was that the peoples of Central Europe 
still had, at that time, vi\ id memories of the disastrous infla- 
tions from ^vhich they had suffered le.<=s than ten )'cars before 
when they had come to watch the exchange rates with daily 
anxiety as the sole trustworthy measure of the value of their 
currencies. When the international financial crisisof logi-cio 
made it once again difficult for these countries to pay their 
way, and to maintain the precarious stability of their cur- 
rencies that had been maintained, with the aid of foreimi 
cans, for a few years m the later ninetccn-hventies their 
overnments could not face the panic that would follow 
a mg exchange rates ; they prepared to maintain over- 
valuation by forcible controls instead. 

These are the main reasons for seeking to maintain the 
value of a currency at a level higher than would prevail in a 
free market. But overvaluation has certain very serious con- 
equences _ 'When a country’s currency is overvalued-that 
, when It IS kept at a value higher than the equilibrium rate 

han the corresponding prices in other countries. It folbws 
a the exporting trades are handicapped and imports into 

etc ) ""^Mhis™"' ‘"1"^ prevented by tariffs, quotas, 

this IS only the beginning of the symotoms of 
overvaluatton. Great BritainTe.win t/yTnd " 

France m the years 1932-36, and other countries at oZc 
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times learned that overvaluation can be a most vinrlmt 
Sv In some circumstances, in fact, a sort of progress ve 
rtalt appears to creep over the whole economy of a 

““T:er: a::^runu«XTc:'un.^ can derive advan- 

.ago from imving an overvalued currency. 

i, „.ould prefer to ’'-X-^rufSt^constitu^ the 

^di.r„rso:^f - r/TriS 

St:“SB5i:*=£ 

country's exports more \ restrict the 

boom (such as ivarlime), that vull not re 

country’s volume of exports, w ic manpower 

depend on how many export goo ^ ‘ ^ grit in 

to make than on the pnees at wh^^ 

time of depression an o '"‘ j- .^ jging when buying 

when there ^eems to be a suiphis 

is no difficulty, but oj ^oducrlron 

can follow it at once, because i is, y rir under- 

for every currency simultanc^ Nevertheless there were 

valued relatively to the ^^th , 

.everalexamplesin« 

management of the t. j deliberately courting under- 

iding overvalue W ,, , ,he 

:;;::irof.rofovervalua.io„ Eap^ 

priecs. 2^0 



OBJECTS OF EXCHANGE MANAGEMENT 


that an undervaluation of tlie currency uall tend to raise 
prices relatively to those in other countries. But this does not 
necessanly mean that prices w ill rise ; it may only mean 
that prices in other countries fall. If the counti-y whose 
currency becomes undervalued is a large and important 
part of the whole world market, the undei'valuation \vill tend 
to lower other countries’ prices rather than raise its own.^ 
On the m.her hand, a smaller country wdiose role in the world 
market is much less dominant may succeed by undervaluincr 
Its currency m raising its own prices rather than depressing 
the world price level. The small countiy has another 
practical advantage when undervaluation begins to stimulate 
an increase in exports. An increase in a large country’s 
exports would be much more noticeable and more likely to 
be stopped by the raising of trade barriers. On the other 
harid, even a large proportional increase in a small country’s 
trade may pass almost unnoticed. 


Another factor has to be considered. Underyaluation 
0 the currency can affect the general price level of a country 
only through the prices of imported and exported goods! 
The effect will accordingly be both more Ltensiv! and 


sJSSSrScTdrrwSS 

the world market, the sterline Drirp': of tl P^rt of the whole demand of 
prices, and priced fn Ee LSes ttf 

pound necessarily had to fall into adjustment with the 

of the factors operating at that tme It ii ^ statement 

prices would have fallen in any case pvpn T a ^ ^ Probable that world 
Indeed there is no evidence thafpriccs in sold depreciated, 

fell any faster in the twelve the United States) 

gold standard than in the twelve months '^Pfrture of the pound from the 
the pound was or was not the 30"^ n iEc 

prices it was clearly one of the causes fn ‘ 8 °^ 

important commercial country to lever 

i.e. the world price level. Archimedes sairl t, depressing the fulcrum, 
a long enough lever and a firm enoueh fulrr' p 
the moon by levering on the earth he U I m he could lift 

levering on the moon. ’ «^P«t ‘o lift the earth by 
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-needier in a country where foreign trade is a large propor- 

don than in one ^vhcrc it is a small proportion of the to a 
non tnan i Tnl-ino- tlicse two factors to- 

activity of the j,,,ati„„ is most likely 

to be a pa, „ I 1 j,„lf ammportant 

" T 'h n ket a3 it is least likely to be successful 

a “™P“"«3r‘Trrko'’ealy1o3« that a couhry 
dccctton and rade 1 ^„enals 

— xirr-io— 

to resort to ttudcrvah.at.on, f“' ^ 

tir^f rnur'^ « 

far mote than ™“ undervalues its currency, 

raw material expol ting _ .,7 -ppe; of its main products 

it may be able to avoiding all the painful adjust- 

in Its own national ^^uld otherwise be 

ments to a lower leve p rp„„rse thereby become 

necessary. Imported goods will, ^material 

dearer, so that the puiciasmg pm productive 

producers will be f ^Vnedon of purchasing 
of economic disturbance to ^ 

power in the a ^ ^ 

a country buy tha 1 ^^comes 

of the things it sells. _ ^^e. 

of its inhabitants are not affect , ^ of policy 

An interesting point relates t e ^ ^"^btor 

before a debtor country. , currency can 

country whose debt is expressed » « d; ,,Kie of 

beep the cost of mterest down W if the 
its currency at a lug ^nd one 

debtor is a raw material P'o^ ^ refold reason 
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will so stimulate exports and so increase prosperity that il 
will become easier to purchase the foreign currency necessary 
to pay debt interest, even though more domestic currency 
has to be levied by the tax collector to pay for it. New 
Zealand and Australia, among other countries, worked on 
these lines with success in the depression years after 1929. 
But other countries in the same years, such as Hungary, 
had so heavy a burden of pound and dollar indebtedness, 
and were so hemmed in by quotas and prohibitive tariffs,’ 
that undervaluation of the currency would have made the 
payment of debt interest more, rather than less, difficult. 

We have not been concerned here with the morality 
of exchange policy— indeed considerations of morality may 
seem to be strange interlopers in such a sphere. The fact 
nevertheless remains that undervaluation— deliberate undcr- 
yaluation-is an immoral policy. In a purely rational world 
It ought to be enough to say of it that it is selfish. Any 
advantages it may confer upon one nation are probably 
obtained at the expense of other nations, and are conse- 
quent y not gams at all, since in an economic sense nations 
are all members one of another. But in the world as it is 
It IS perhaps as well that pure reason is backed up by a 
sanction. Undervaluation is a game that anyone can play • 
ut if everyone plays at it and currencies enter upon a com- 
petition to see which can be pushed furthest below its real 
value It qui Jly develops into a race to render all currencies 
worthless. There have been times in recent years when 
a race in competitive depreciation has seemed perilously 
dose but Its obvious madness and the destruction it would 

the"^ sufficient to deter 

tlie would-be competitors. 

third possible object of exchange management-the 
_ dance of fluctuation— barely needs discussion. In theory 
It is admirable : the market v ould enjoy the merits both 
of stability and of flexibility. But in practice it is difficult to 
define and to_ execute. The objective should be to prevent 
hose fluctuations of the free market rate which are purely 
ventitious or temporary without interfering with changel 
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m theory. The best Kno^^ ^,th the 

was that pursued y Account in the years 

aid of the Exchange Equabzabon Account 

between 1932 and the out rea overvalue nor to 

of the Account’s to ‘ iron out’ temporary 

undervalue the PO^ ^ ^^0 reasons for believing 

ups and downs. In P^act ce ^^d of over- 

that there were times ^ 0 ^ permissible 

valuation of the pound m t lese y • ^ ipbon of the 

to anticipate here from fPfXcll started business in 
International Monetary u 

March 1947 and to P°''^ t to keep the values 

clpaung government the, can con- 

of their currencies stable u ^ fundamental dis- 

Vince the Fund that there , a statejt^ 
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supply of and demand for currencies in the exchange market 
However much the market may be controlled, the number 
of pounds sold on any one day must equal the number of 
pounds bought. Controlling governments accordinglv have 
two broad alternatives of policy. If the rate of exchange 
at rvhich demand and supply rvould be equal in a free market 
IS not to their liking, either they can enter the market on 
t icir own account, adding to the demand for or the supply 
of the currency in which they are interested, er they can 
prevent some of the existing demand or supply from reach- 
ing the market. If the British Government, 'for example 
uants to put the pound up, either it can add to the demand 
for pounds by itself going into the market and bidding for 
pounds, or it can forbid some of the people ivho are offc^iim 
pounds in the market to continue to do so. Either action 
will increase demand relatively to supply and raise the 
exchange value of the pound. Alternatively if the British 
Government wishes to put the pound doivn, it can either 
offer pounds for sale on its own account or restrain some 

to d^n pounds from continuing 

is that one • ^ difference between the two methods 

ran ac ions in the market. The one leaves the market open 
0 all-comers but adds an artificial element to it ; the otLr 
interferes with the free access of the public to the market. 

These two broad methods of control can be distinguished 
by the names of Intervention and Restriction.! In tL next 
wo seaions of this chapter we shall examine them h turn 

a hTevel ^^^^h governments directi; 

Buias a of influencing the rate of exchange 

^ut as a preliminary we must devote a brief mention to 
r am indirect methods of achieving the results— devices 

Exchange Control'in ^ o'" methods of 

which this chapter owes S: to 

fewer than forty-one distinct methods. 

exchange control’ has freauentlv >«ar or two the phrase 

Restriction only. It is used^in tlfp 'a ^ synonymous with 

alternattve term ‘ management > tVh the 

ambiguity might arTe^^ “ ‘"-o places where 
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,l,nt nny be applied for entirely different reasons bnt that 
ncvciThelcss have an effect on the rates of exchange. 

One obvious and frequent source of influence on e 
foreign exchange market is the imposition by a countiT of 
a cuLms tariff or quantitative limitations 
nnroosc of reducing the volume of its imports. This _ 

i n, .its the supply of its currency in the foreign 
exchange market, since less foreign currency has to be 
mirclnscd to pay for imports. Accordingly there iii 
r teiidincv for the currency of the nation ^os-S * 

cxis, a duty on exports wiU tend 

reasoning it can be . A bounty on exports 

<0 ‘'r"' t ,rr ncy . bounty on imports (if 

leill ol course raise the t'nienc), 1 ^ 

such a thing can be unknown 

bounties arc no, infrequent ; 'T”" f . ,V ° n-«ta‘“'' 

bu, rather rare; ^ a free 

A Slightlv more subtle in,„s, rates 

market in foreign etirreneic by Ui. „ 

‘"""i;;.;. aCi; etaige market .are not 

transactions 111 sue . , a. sale of '’oods and services, 

coiieerned will, the „ tuislments. An increase 

butwlthtuiivenKaitsofeapi a ^J^^.^^ 

in the rate ol inti ust m - m ike it more 

,,,,king funds keep didr liquid 

p,„|i,,.bl.' to liiita' “"b.- t m In so far 

funds .11 Inline rather than in\ s 

^ the rise in the rate of ^ ^ llrltisl, 
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country that raises its rate of interest can sometimes (ii 
capital is free to move internationally) attract large amounts 
of foreign money for investment in its industries, as is most 
clearl) shown by the experience of Germany between 192^ 
and 1930. Thus through many channels a rise in the rate 
of interest increases the demand for and diminishes the supply 
of the currency and consequently raises its value. 

Several observations can be made about these indirect 
methods of influencing the exchange rates. In the first place, 
they may be applied for reasons other than exchange control! 
Customs duties, of course, are most often imposed in order 
to give^ protection to some industry or to raise revenue for 
the national Treasury. Export bounties are granted to assist 
the exporting trades. Rates of interest are varied as part 
of the policy of controlling the domestic credit situation 
but they all may be adopted with the deliberate intention 
of influencing the exchange rate ; and whether or not they 
are adopted with that intention they undoubtedly do exercise 
an efiect upon the course of the foreign exchange market 
In the second place, that effect is indirect; there is no 
direct interference with the freedom of the market • the 
exchange rate is influenced rather than directly managed 
In the third place, their operation is subject to severe 
limitations. Few countries can cut their imports to nothin? 
or even reduce them very far, since few countries produce 
nearly all the commodities they require. And in any case 
the effect on the exchange rate of even the most Lvere 
restriction of imports may ahvays be offset by similar action 
on the part of other countries. E.xport bounties are obviously 
hmited by the depth of the public purse. Changes in interS 
rates are also subject to limitations : the rate of interest 
canno be raised beyond the point where it seriously hampers 
domestic business its effect can be offset by increaseS^ in 
the rate of interest m foreign countries ; and any increased 
movement of capital induced by a change in interest ratet 
IS bound to set on foot movements of interest and repayment 
n the opposite direction in some near or distant future^. 

These methods of indirect control, therefore, though they 
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arc bv no means ncgligiHc, arc not nearly P™"' 

ennaja instrnments lor a ^ ^for! 

,l,c ex.bangc rates under close control. We must tlierelore 

pass oil to the more direct methods of management. 


INTERVENTION 

A covernment mav intervene in the foreign exchange 

‘"'rr .» /b^^rcNci-Vvaluti'e -S 1 f 

:„”re- pegged ’ at tl'- ^ ‘ Pf„;"L;’rgTht war 

most frequent form of Intervention 
f rmTA tR the British Government peggea i p 
^ t Rr "fi' How great a degree of overvaluation ^ is 

sterling at 84 . /bj. no g j 
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governments in th Thus the rate of 
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If a government is ‘ pegging ’ its currency at a value 
higher than would obtain in the free market, it follows by 
definition that the free market demand for the currency at 
that rate of exchange must be less than the supply. If the 
Government is not willing to restrict the supply (which would 
mean an interference with the freedom of the market and 


would therefore constitute Restriction, to which we shall 
come in the next section) it must make up the demand to the 
amount necessary to take all the supply at the ‘ pegged ’ rate. 
Since the British Government during the war of 1914-18 
wished to preserve the high value it had set for the pound, 
it had to stand ready to buy at that value any pounds that 
the maiket i\ould not take, and to be able to buy them it 
had to be able to gi\ e foreign currencies in exchange. Con- 
veisch in the case of “ pegging down,’ the Government must 
be ready to supplement the supply side of the market, to offer 
as much of its currency as the market wants and to take 
foreign currencies in exchange. A government that is 
pegging its currency must be in a position to pay out 
foreign currencies and receive its own currency ; a govern- 
ment that is ‘ pegging down ’ its currency must be in a 
position to pay out its own currency and receive foreign 
currencies ; and both must be prepared to go on indefinitely 
unless they want either to resort to Restriction or to fail in 
their purpose of controlling the rate of exchange. 

The ability of the Government to control the exchange 
rate by Intervention thus depends entirely on the resources 
of which u can dispose for the purpose. In the case of 
pegging, the limit thus set is likely to be comparatively 
narrow, since the necessary resources take the form offoreien 
currencies The pound was ‘ pegged ’ to the dollar during 
he war of 1914-18 only because of the ability of the British 
Government to borrow dollars in the United States and to 
mobi hze the dollar securities owned by British companies and 
individuals (The action taken during the war of 193 -45 
which similarly produced a fixed rate of exchange betwetn 

rnterCentio" J i"’ father than the 
ntervention of which examples are being given here) 
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Except in times of emergency, governments are not likely to 
be vvUlincr to borrow continuously in foreign centres in order 
to sCport their currencies ; and if they were willing her 
is no rLon to believe that the credit of any country would be 
consi.lercd yood enough to withstand 
borrowing for such an unproductive purpo e Lo™ 
be raised (or the foreign securities of prwate citizens 
pounded) for short emergencies or upon specia f • 

But apart from these cases a government can pe^ 
c(chinie value of its currency only if it possesses resource 
S for% (urrencies and even then it can continue only until 

its resources arc exhausted. . j„ first sight 

The limitations upon ‘ pegging down do « 

seem to be quite so narrow, for the resources In . 

arv in this’ case consist of an adequate -PP Y » 
venim^ country’s own currency. A country that F- = 

Ln Ms gaming, not 

O M .1 


S:;^:rof^oi:^™ihoreead,thanite. 
possess Itself of a stock ^ by borrowing from 

"T" -’ h :^°icl:iSratC:id be’iiliely to tolerate 

Virtually rule out , t of pilhm up balances m 
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money market for use, if need be, in buying foreign currencies 
or gold. But borro\ving could hardly go on lor ever. It 
would involve a steadily mounting internal debt and tlic 
increasing problem for the Government of finding safe and 
remunerative foreign investments for its steadily mounting 
hoard of foreign currencies. The third method, the creation 
0 t e nec^essary supplies of money, is also subject to a practical 
limit. The money thus created would be used immediately 
by the Government to buy foreign currencies. That means 
that It would be handed to the sellers of the foreign exchanrre • 
It would immediately enter into circulation and add to the 
supply of money already in existence. In other words it 
wouW initiate an inflation. Now so far as the technical 
problem of ‘ pegging doivn ’ the currency is concerned an 
nflation would help, because any rise of prices would tend 
to lower the equilibrium value of the currency and make it 
no longer necessary to ‘ peg down ’ in order to maintain the 
ow value of the currency. Thus if the Government’s inten- 
tion IS not to maintain a permanent underv^aluation but 
leiely once and for all to low'er the equilibrium value of its 
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object of undervaluation, but the technical difficulties are 
greater, and the limitations of the policy accordingly stricter, 
in the former case than in the latter. 

A word remains to be said about the policy of Intervention 
to avoid fluctuations of the exchange rates. This policy 
involves overvaluation at some times and undcrcmluation at 
others.^ Accordingly, the government applying it needs to 
have resources in foreign currencies at some times and in its 
own currency at others. The bcst-kno^vn example of this 
policy is the Exchange Equalization Account set up by the 
British Government in 1932. To start off ^^■ith, this Account 
borrowed a large sum in pounds from the British publicE 
It was then in a position to keep the pound down, but not to 
keep it up. But in the process of keeping the pound down, 
the Account acquired stocks of foreign currencies (or of gold, 
which was convertible into foreign currencies). In this way, 
during the first few months of its operations, the Account 
accumulated a certain amount of foreign cuiTcncy. But in 
the autumn of 1932 the tide set so strongly against the pound 
that this stock ol loreign currencies had to be used up in 
trying to keep the pound up. When it was exhausted the 
Exchange Equalization Account ivas powerless to prevent 
the further fall of the pound. In the spring of 1933, how- 
ever, the tide turned once more, and the Account, by 
preventing the pound from rising as rapidly as it would 
have done in a li'ce market, rapidly replenished its stock of 
foreign currencies. 

Such a policy, if it is to be successful, necessarily implies 
that neither overvaluation nor undervaluation is consistently 
pursued. If this were not so, if the Exchange Equalization 
Account were on balance holding the pound down more than 
holding it up, or vice versa, one or other of its funds would 
rapidly become exhausted, its sterling reserve in the firet case 
and its foreign currency reserve in the latter case. It follows 


1 Thai is, ovfrvaltiation or iincicrvaliiation relative to the^ rates which 
would be determined by a free market. See footnote on psgep-. 

2 Tlic sum was /'ie,o,noo,ooo at first, inrrc.ased in 1933 to L3;)0, 000,0 0 
and later to /:r,3n,ooo',oou. The Account also had at its disposal at its iiiccpuon 
about 000,000 worth of foreign ciin cncics. 
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that a policy of Intervention with the object of avoiding 
fluctuations cannot prevent the more fundamental changes 
in the equilibrium rates of exchange between currencies 
from being reflected in the market rate of exchange. It can 
hope only to iron out the day-to-day, more or less sporadic 
and adventitious fluctuations that characterize any large and 
speculative market. 

Thus the possibilities of Intervention are limited. The 
only policy that can be followed permanently is the relatively 
unambitious one of avoiding minor fluctuations. Inter- 
vention to secure deliberate overvaluation or deliberate 
undervaluation is subject to limitations confining it within 
the bounds of a temporary policy. In addition it is likely 
to be expensive and to have dangerous economic effects 
outside its immediate influence upon the exchanges. 


exchange restriction 

In the turmoil of recent years, and especially since the 
outbreak of war in 1939, Intervention has proved for many 
countries to be far too weak a weapon of control, and they 
have resorted to the more powerful device of Restriction. 
The fundamental difference between the two methods is that 
a government that is practising Intervention must add to the 
volume of transactions in the foreign exchange market and 
must have, or expensively acquire, resources in forciern cur- 
rencies to enable it to do so, whereas a policy of Restriction 
involves not an artificial addition to the demand kx the country’s 
currency, but a compulsory reduction by the government of 
the supply of its currency coming into the market. Certain 
persons, or categories of persons, who would otherwise have 
offered the cyrency in exchange for foreign currencies are 
forbidden to do so. Demand is thus increased relatively to 
supply, and the value of the currency is maintained. 1 

-tricing the 
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citizens are substantially free to exchange their currency for 
other national currencies without first seeking permission 
from their governments could easily be counted on tlie 
fingers of one hand. 

The variants of Exchange Restriction are very numerous 
and the complications extraordinary. Any attempt to pro- 
vide for every contingency and mention every example would 
be bound to create the utmost confusion in the reader’s mind. 
Accordingly no effort will be made here to do more than 
sketch the main principles involved and to distinguish the 
chief varieties of method and purpose. 

Exchange Restriction was originally imposed in the 
Central European countries in 1931 as the only available 
means of bringing the supply of their currencies being offered 
in the market into accordance with the demand for them 
without a catastrophic fall in the exchange value. These 
countries had all, for some years before 1931, been borrow- 
ing heavily from foreign countries. Not only was the burden 
of pa) ing interest very heavy, but many of the loans were 
on a short-term basis, on which the creditors could demand 
repayment at any time. In the crisis of 1931 the bulk of 
these short-term debts were called home. The supply of 
marks, crowns, pengbs and the rest was thus swollen not 
only by interest but by the much larger amounts of principal. 
Moreover, this was at a time when the demand for these 
currencies, which originates from payments for their exports, 
was seriously reduced by the collapse of prices and the de- 
cline in international trade. In these circumstances, if 
nothing had been done, there would have been a very large 
fall in the exchange values of these currencies. But it is 
doubtful whether this fall would have restored equilibrium. 
For one thing, the debts were mainly contracted in terms 
of dollars or sterling, so if the mark should fall in value, they 
would merely cost more marks to repay ; the supply side 
of the equation would increase automatically with every fall 
in the exchange value of the mark. For another thing, the 
way m which a change in exchange rates usually restores 
equilibrium is by persuading some of those who, before the 
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produce a balance. It may be preferable to produce the same 
effect more directly by restricting exchange transactions. 

Much the same necessity arises when a country goes to 
war. When Great Britain and France imposed exchange 
restrictions in September 1939, their prime object was not 
to pre\cnt their foreign creditors from securing repayment 
of tiicir debts — on the contrary, most of these creditors were 
paid off. But both countries foresaw' that, so long as the war 
lasted, they would liave difficulty in earning enough in 
foreign currencies to meet their needs. They would be too 
preoccupied to maintain their export trades and they would 
require to import large amounts of munitions. (It should 
be remembered that for the first eighteen months of the 
W'ar American goods could only be obtained on ‘ Cash and 
Carr\' ’ terms ; the invention of Lend-Lease lay well in the 
future.) The primary object of exchange restrictions w'as to 
protect the gold and foreign currency reserves of the restrict- 
ing countries ; to prevent them being used up in supplying 
dollars to those who wanted to shift their capital to safety 
in America ; and to make sure that the precious supply of 
dollars— w'hether from current earnings, from accumulated 
reserves, from the requisitioned dollar assets of British 
nationals or from sales of gold — was used only for strictly 
necessary' purposes. 

Whatever the circumstances of its imposition. Exchange 
Restriction always aims to reduce the supply of a country’s 
currency coming forw'ard for exchange into other currencies, 
and it does so by barring access to the exchange market to 
some forms of transaction. If the money that is thus for- 
bidden to present itself for exchange belongs to citizens or 
residents of the restricting country', then it is presumably 
spent on, or invested in, something else inside that country. 
The owmer of the money has a second-best purchase or a less 
attractive investment, but that is all. But the money whose 
access to the market is blocked may belong to citizens of, or 
residents in, other countries. Exchange control was first 
instituted in Central Europe in 1931 in order to prevent 
foreigners from withdrawing their capital, and in other forms 
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only encourages the black market. Suppose American A 
has a ‘ blocked ’ balance in London. His friend B is going 
to London for a holiday. What could be simpler than to 
transfer the ‘ blocked ’ balance to him, for spending in 
England, and take payment in dollars. But that means 
that B ofl'ers no dollars to the British Government in pur- 
chase of the pounds he spends. For reasons such as these, 
‘ blocking ’ gradually evolves, in most cases, from a simple 
prohibition on exchange into a very tight control indeed. 

Nevertheless there are instances in which black market 
transactions are winked at by the authorities. Thus in the 
early months of 1940 the British authorities permitted foreign 
owners of blocked sterling balances to transfer their balances 
to other foreigners, and a market in blocked sterling grew 
up in New York, with an exchange rate 10 per cent, or some- 
times even more, below the official rate. The reason was 
that it was considered wise to allow foreigners who had been 
caught with blocked sterling because of the war to withdraw 
their money, for a limited time, provided they paid a fee 
(by accepting a lower price) for the privilege of doing so. 
But by various means the supply of sterling in this unofficial 
market was gradually reduced until it disappeared. 

Sometimes the authorities of countries imposing Exchange 
Restriction have themselves taken the initiative in defining 
which balances could be used for what purposes, and in 
fixing the discounts at which they could be sold for foreign 
currencies. Pre-war Germany took the lead in this, and 
there \vere at different times in the last few years before 
the war a very large number of different varieties of German 
marks, known as Registermarks, Blockmarks, Effektensperr- 
marks, Sondermarks, Handelsmarks, Degomarks, and many 
others, which sold in London at prices ranging from 2d 
to IS gd each. 

This device of releasing funds at a discount was prob- 
ably adopted in the first place in response to the pressure 
of foreign creditors and as a concession to them. But it was 
not long before the restricting countries began to see that 
there w'ere some advantages for them in a system which, in 
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The precise system adopted naturally varies with tlie 
circumstances of each case. In Argentina, for instaiu e, the 
chief aim of the Go\ernnient before kj jo was to jrios idc 
itself with enough foreign exchange to pav the interest on 
the Government debt — although it was not nearly so solici- 
tous for those of its private citizens who owed money abroad. 
Accordingly its foreign exchange regulations were framed 
wdth the primary object of providing che.ip foreign exchange 
for paying the Government’s debts, and dear foreign exchange 
for other payments to foreigners. Every Aigcntinc citizen 
(or foreign resident in Argentina) who came into possession 
of foreign currencies, whether by expen ting goods and selling 
them in foreign countries or in any other way, was compelled 
to sell them to the Argentine Government, taking pesos in 
exchange at a fixed rate. The Argentine Gocernment thus 
came into posse.ssion of a large volume of foreign currencies. 
It used what it wanted to pay its own debts to foreign 
countries. The remainder it put up to auction among the 
holders of pesos who wanted to exchange them into foreign 
currencies. Thus, until the outbreak of war in September 
^ 939 ) the official rate at which the Argentine Government 
bought foreign exchange was 15 pesos per £ sterling. But 
the rate at which the foreign exchange was sold fluctuated 
around 17 pesos per £ sterling. The Government thus got 
the foreign exchange it needed at the lowest price and in 
addition made a profit on the foreign exchange it did not 
want. Those who suffered were the exporters (largely 
foreign interests in Argentina), who had to sell their foreign 
currency at the low price (that is, the low price in pesos, or, 
to say the same thing in another way, they had to buy their 
pesos at the higher rate), and those persons other than the 
Government who owed money abroad (these also were 
largely foreign interests, such as the British-owned railways) 
and had to buy foreign currency at the high price. 

The objects of Germany’s restriction were entirely 
different. For several years before the actual outbreak of 
the war in 1939, Germany was living in conditions of a war 
economy. German industry is dependent on imported raw 
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materials and the power that a strict exchange control gave 
the Nazi Government over the activities of German industry 
by rationing the supplies of necessary ^"^erials was a 
nowerful weapon in their armoury of general mdustri 
«rroi But, apart from that, the German efforts were 
directed towards securing the largest possible amounts o 
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of trade between the two countries was unfavourable for 
‘ passive ’) to Switzerland. In invisible items and on capital 
account there was a net balance of payments to Switzerland 
(to pay for German tourists in the Alps and in interest on 
Swiss loans to Germany), but when all items, visible and 
invisible, were included, it is almost certain that Switzer- 


land made more payments to Germany than she received. 
Now, when Germany blocked ’ the interest on Swiss loans, 
Switzeiland had the possibility of a very effectu'e reply. 
She passed a law obliging all Swiss citizens who had pay- 
ments to make to Germany to make those payments to the 
Swiss National Bank instead of to the Germans to whom 


they w'eie due. Whth these payments in its hands, the 
Swiss Government threatened Germany that they would 
not be forwarded unless the payment of interest^ due to 
Switzerland by Germany were resumed. And since the 
hostage that Switzerland had seized was more valuable than 
the original prisoner, the threat w'as very efl'ective. Eventu- 
ally an agreement w-as concluded between the two countries 
by which all payments between them were to be offset 
A Swiss owing money to a German was to pay the amount 
into the Swiss National Bank, which used it to pay another 
Swiss who was owed money from Germany, whether for tourist 
expenses or for goods sold or for interest on past loans. 
Similarly a German debtor to Switzerland, instead of re- 
mitting the money, paid it into the Reichsbank, whence it 
was issued to pay Germans who had money owed them by 
Switzerland. All that passed between the two countries 
was the notification from one bank to the other that such 
and such payments had been made. 
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Scandinavia, and Scandinavia sold timber to Great Britain. 
It was by this channel that Great Britain received, in the 
shape of timber, some of the interest on her overseas in\'est- 
ments. Between no pair of countries in the chain was there 
an equality of trade, and if exchange clearing forced equality, 
it did so at the cost of wrecking the whole business, which 
was profitable to all participants. This disadvantage of the 
exchange clearing could have been diminished if it had been 
possible to negotiate agreements between whole groups of 
countries. Generally speaking, this did not prove possible 
though it should be added that in all the payments and 
clearings agreements that the British Go\'ernment made 
with other countries, great latitude was given for the spend- 
ing of sterling that accumulated to the credit of the other 
parties to the agreements not only in Great Britain itself 
but also in the ‘ sterling area.’ ^ 

Yet the e.xchange clearing has the merit, as compared 
with pure exchange restrictions, that it permits some expan- 
sion of trade, albeit within severely circumscribed channels. 
Many countries, having restricted the use of money in 
international transactions, have gone even further in organiz- 
ing moneyless trade, or barter. With an exchange clearing 
there is a use of money within each country j Swiss debtors 
of Germany pay Swiss creditors of Germany, while their 
German counterparts make similar payment ; but in each 
country it is done through the Central Bank, and the two 
Swiss parties, or the two German parties, are not known 
to each other. Some countries, however, began, in the years 
before the war, to arrange for trade which was even closer 
to barter. Traders exchanged wheat directly for steel, and 


* Before the days of British exchange restrictions, the sterling area used to 
mean the countries whose currencies were kept stable in terms^of the pound 
sterling. Since 1940 it has meant, in effect, those countries which have bined 
together to permit fairly free transfers of funds within the area, but to operate 
a joint control over any exchange of a sterling area currency for an exS 
currency. The sterling area countries have also pooled their s^upplies of dollars 
and other scarce currencies. The boundaries of the sterlinrarefhLe varied 
froin time to timi^ but the steady nucleus is the whole of the British Common 
Icdmd £d Triq “ Newfoundland) plus a few countries such as 
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chief use of money in the transaction was as a unit of 
account, to calculate Low many 

exchanged for how many tons of steel. Since each siae i 
1 se transactions was calculated to compensate the othe , 

Ins form of iratlins «as kno»n as compensation trade 
tstTthese transactions involved, of course, a mo 

exchange in each of ^t Umseif u" the 

Giman“ted he got in exchange, he sold it to somebody 
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that permission will no, be given for a oompen-tion 
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import of p“i;i“\iii7ihTtwo countries nor even a 
iyieTinm an account a, the Central Bank belonging to 
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finally recognized to be white. Thus Austria \sas c\'cnfuallv 
able to remove all her restrictions save only those that ])ie- 
vented the export of capital. 

To the ingenious Nazis, however, the exchange clearing 
came to represent a powerful weapon of building up their 
war economy. Just as they turned exchange restrictions to 
their advantage, so they discovered how to use cxcluuigc 
clearings, which were originally forced on them as a rei)risal. 
To understand how this was done, it is necessary first to 
appreciate the difl'ercnce between a ])cacc economy and a 
war economy. In a normal peace economv, cspc( iallv a 
depressed one, foreign trade is cliicfly regarded as a means 
of providing employment. Exports are pusl icd because they 
provide work, imports are discouraged because they are 
suspected of competing with domestic hibour. But in a war 
economy, where there is a shortage of labour and an in- 
satiable demand for more production, the roles arc reversed. 
It is then imports that are primarily wanted, as raw materials 
and as additional supplies of finished goods, and exports come 
to be regarded as an unfortunate necessity — unfortunate as 
they absorb some of the scanty labour supply, but necessary 
since imports must be paid for. A peace economy, in short, 
is chiefly interested in selling to foreign countries, a war 
economy in buying from them. 

Now, if exchange clearing is looked at as a means of selling 
goods, it is not very attractive, since payment can only be 
taken in other goods and, what may be even more incon- 
venient, in the goods of one particular country. But re- 
garded as a means of buying, exchange clearing is cx( client, 
especially for a country that has no reserves of foreign 
currencies. Goods can be bought, and they do not have to 
be paid for until there are some goods that can be sent in 
exchange. Germany tended, from the start, to increase her 
purchases from countries with which she had exchange 
clearing, so as to economize her supplies of foreign exchange 
for articles that could not be bought from the clearing 
countries. What is more, she ran into debt ; she bouo^ht 
more from the clearing countries than tliey were cither pic- 
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n ired or able to buy from her, so that large bahmces accrued 
lo their credit in Berlin, which they could liquidate only by 
a ib German .-..ods-that rs to say, the goods that Germany 
had to spate. Grct.t Britain found herself doing much the 
same afar llie aar began ; this »as the ongm of the famous 
■‘sterling balances,’ ahose lit|uidation is likely to cause 

p-re it deal of trouble for many years. , 

® 'The licet phase aas the use of exchange e carings by 
Germany to extend her political iunueuce and economic 
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years to pay. As soon as the bicycles crossed the frniiticr, 
an equivalent amount of Rumanian wheat or oil \sas re- 
leased. But the German firms were, of course, j)aid at once 
out of die clearing account in Berlin, while the people wlio 
actually e.xtended the long-term credit were the Rumanian 
exporters who were compelled to wait until the payments for 
the bicycles were paid into the clearing account in ]Ui( harcst. 
Thus the Germans disco\-crcd a new way of paying fin- the 
w'heat or oil they wanted, and forced Rumania to find the 
necessary credit. 

A country s attitude to the rate of exchange between 
its currency and another also tends to change when it passes 
from a peace economy to a war economy. The normal 
tendency in the years before the war was for countries to 
seek a low value for their currency, or at least to avoid over- 
valuation, in order not to hamper their e.xports. The fact 
that a low value made imports c.xpensive was an advantage 
rather than a defect. But as soon as a country becomes more 
concerned to buy than to sell, it needs a high v.duc for its 
cuiienc} so that it can buy cheaply. Usually too high a value 
would defeat its own ends, since the country’s exports would 
then suffer by being too expensive. But under a regime of 
exchange clearing this is not so. Germany pushed up the 
value of the Reichsmark relatively to the Rumanian leu ; 
that enabled her to quote a very attractive price, in lei, for 
wheat, without it costing her too much in Reichsmarks ; and 
if her goods became very expensive in Rumania, what did 
that matter ? The Rumanians were forced to take them at 
any price, since it w'as only by doing so that they could get 
any return at all for their sales of wheat. Indeed, the dearer 
German goods were the better for Germany, since fewer of 
them were then needed to pay for a ton of wheat. Contrast 
this w'ith the position in the Rumanian market of Great 
Britain, whose currency was, in these years, consistently under- 
valued. Rumania could not sell her wheat to us, because the 
price in the world market, converted from sterling into lei at 
the low rate for sterling, was far below the price that could 
be obtained by selling to Germany. And though our goods 
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were cheap, Rumania could not buy them because, since 
Tcould Z Sdl ,0 ... d.e had no pound, w..h wh.ch .0 pay 
for them It was only by raising the value of the pound 
Llallvely to the leu, or alternatively bv paying more than the 
world pJicc for our purchases from Rumania, that we could 

have secured a hiir share of Rumanian trade. _ 

B..rm a free .na.kc-a, the foreign exchange market rn 
London at that time still was— the value of sterling in 
R::t;;ia co„ld no, be raised uithout ilj being raise ebe^ 
where With free markets, it is impossible to have a tug 
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if the pressure is all one way the resources avail. ihlc lia' Inter- 
vention will sooner or later come to an end. I'he one object 
that can be permanently pursued by means of Intervention 
is that of remo\’ing day-to-day fluctuations from the exchange 
market. Ihis is a wholly laud.ible object ; indeed it is a 
necessar)' part of the compromise between permanent 
stability and excessive instability which, as we shall see later, 
is probably the basis on which some future intcrnation.il 
currency system will be built. The only caution that nei-ds 
to be expressed about stabilizing Intervention is that it is a 
difficult thing to do. Before a Government can decide which 
is a temporaiy pressure on the market which will recersc 
itself later, and which is a permanent change of circum- 
stances, it must first form an accurate estimate of what the 
equilibrium rate of exchange of its currency is. That is by 
no means an easy thing to do, and the monetary history of 
recent years is Uttered with examples of Governments 
obstinately clinging to impo.ssible rates, in the belief that 
they were merely exercising a stabilizing influence. To guess 
wrong involves using up the country’s resources and credit 
in a forlorn hope. Moreover, even if a Government has 
correctly guessed the equilibrium rate of its currency, it can 
easily underestimate the resources, cither in its own currency 
or in foreign currencies, that will be needed to cope with a 
‘ temporary ’ excess of demand or supply that may go on for 
several months and involve very large sums of money before 
it eventually reverses itself 

Any general judgment on Exchange Restriction must 
particularize much more closely. It will be generally agreed 
that Restiiction is an unpleasant thing, like any other form 
of economic regulation that forbids the citizenry to do what 
they want to do and creates new categories of criminal offence. 
But unpleasant though it is, Exchange Restriction may never- 
theless sometimes be inescapably necessary. The position of 
the European nations in 1947, as this edition is being prepared 
for the press, is a case in point. They urgently need dollars 
in order to have enough food to live and enough raw 
materials to work, while on the other hand they are still 
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suffering so severely from the economic effects of the war 
from its distortion of normal business and its depletmn of 
.rking stocks as well as from the actual destruc ion 
^vrollriU, that thcv cannot export enough to cover the 
needs" of forci m currencies. For these countries in these 
circumstancesrthere is no equilibrium rate 
amount of making dollars more expensive ^iram^ 
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manent, exception. Transactions in the exc lian<ie market 
arise not only out of the sale and purcliase of yoods and 
services, but also out of movements of capital, and these latter 
may be so large as entirely to swamp the ( m rent tra!isa( lions. 
It may be quite possilrlc for a country, without usim; Restric- 
tion, to balance the demand for and supply of its curiency 
for current transactions and yet not to be able to cope with a 
movement of capital. Exchange Restriction was first applied 
in order to stop a stampede of capital out of Central Europe 
in 1931. France suffered a gre.U deal in the decade before 
the war from the tendency of the French capitalist to send 
his money out of the country whenever the French Govern- 
ment did anything to displease him. During the war Britain 
accumulated a massive total of debts owing to other countries 
for supplies received and services rendered ; these are largely 
held in the for nr of bank balances and short-term investments 
in London, and if they were li ee to be oflered on the exchange 
market they would swamp it, even if it were otherwise in 
equilibrium. Nor is it entirely pleasant to be on the receiving 
end of fugitive capital movements ; there were plenty of 
protests from America before the war about the volume of 
so-called ‘ hot ’ money that the United States was called 
upon to receive and hold. 

For these reasons, although most of the governments of 
the world have subscribed, in the Bretton Woods Agreements, 
to the doctrine that restr ictions on current transactions should 
be abolished as soon as circumstances permit, they have also 
agreed that restriction and control of capital transactions 
may continue indefinitely. This is clearly necessary ; but 
one or two reservations have nevertheless to be made. In the 
first place, though the distinction of principle between a 
current transaction and a capital transaction is clear enough, 
it may be exceedingly difficult to tell whether any particular 
transaction, for which permission is sought, is the one or the 
other. This was illustrated in July 1947 when, at American 
bidding, the pound sterling was made ‘ convertible ’ for 
current transactions. This was not a complete withdrawal 
of Restriction, even for current transactions, since British 
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dollars for current transactions will be no more than the 
dollars that they (the non-dollar countries of the world taken 
together) can earn. If so, restrictions on current transactions 
between the dollar and other currencies will no longer be 
necessary. But the United States is also likely to remain 
a most powerful magnet for any capital that is free to move, 
whether it be funk capital seeking political security, or 
speculative capital seeking profits in ^\'all Street, or solider 
capital seeking remunerative long-term investment. If there 
is a strong and continuing tendency for European capital to 
flow to America, it may be quite impossible for the European 
nations to earn a supply of dollars sufficient to meet the 
demand for them. It may be necessary, for as far ahead as 
can be seen, to prohibit, or at least to ration, the flow of 
capital across the Atlantic. 

There are, therefore, some legitimate, or at least some 
necessary uses of E.xc.hange Restriction. But this is not to 
deny that some of the uses that Exchange Restriction has 
been, or would be, put to are wholly improper. For example, 
it is almost always wrong for a country to maintain a distorted 
value for its currency by means of exchange control, when 
there is an equilibrium rate at which its accounts would 
balance in an unrestricted market. The only proper use for 
Exchange Restriction in such a case is to cover a retreat to the 
equilibrium rate, as in the Austrian example cited on page 266. 
And it should go without saying that the Nazi technique of 
using exchange control to cheat other countries in the 
interests of a war economy was a clear case of economic 
aggression of the kind that ought not to be permitted among 
the nations. ° 

There is consequently only one general judgment that 
can be expressed about exchange control in general, and that 
is that it should be avoided whenever possible, but that cir- 
cumstances may often make it necessary. There is, further a 
case for attempting to build up a body of international law to 
define what sorts of exchange control arc legitimate in what 
circumstances, and to secure agreement on banning the 

^ already been made with this process both 
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CHAPTER IX 

THE GOLD STANDARD 

the functions of the gold standard 

nrHE gold standard can best be regarded as a device for 
Jl maintaining the stabiUty of the exchange rates. Before 
describing it, we shaU do well to inquire why stability ol the 

exchange rates should be desired. 

If the fluctuations of the exchange rates were always 

small, Uttle inconvenience would be caused by them. But 
though in theory price levels in the different countries do not 
diverge so rapidly as to justify large movements of the ex- 
changes, in practice a number of factors alivays ensure that 
the fluctuations, when exchange rates are left free to move at 
all, are considerable. Seasonal factors force the value of a 
currency up at one time of the year, down at pother. A 
sudden accidental excess of payments in one direction will 
depress the exchange value of one currency and raise that of 
another. Speculation, feeding on rumours or on more or less 
intelligent anticipation, will cause a flood of buying one 
month and a returning tide of selling the next. In these 
rirr.nTnstanr.es, international trade is subjected to considerable 
inconvenience. 

It is not difficult to see that fluctuations in exchange rates 
impose a severe handicap on international trade. A sharp 
and unexpected movement of the exchange rate in the period 
between the beginning and end of a business transaction may 
wdpe out the profit of the transaction and result in severe loss. 
When exchanges are fluctuating, traders necessarily do their 
work in an atmosphere of uncertainty and the volume of trade 
suffers in consequence. Nor is pure trade the hardest hit, 
for the loss on one contract may be recouped on another. 
A large part in the smooth running of international finance 
is played, as we shall shortly see, by loans from one country 
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to mother. Now, if the contracts for such loans are made 
!n r currency of the lender’s country, the debtor never 
knows how much, in his own currency, he has con racted 
to pay each year in interest, or how heavy wiU be his burden 
of kdrt when the time comes to repay it. And if the contract 
rrlv'de in the borrower’s currency, the lender rs similarly 
in the dark about the amount he will receive in interest and 
Tvlal repayment. Since in all loans it is the lender ^ 

Ins the tvhip hand, loans are generally floated m tne 
lender’s currency, but this imposes considerable handicaps 
„pon the boiTOuer, and necessarily leads to a reduefon in 
snle and number of international loans. _ 
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currencies consists of actual g(.id coins, it is only natural 
that the value of the one currency should be stable in 
terms of the other ; there is no room for fluctuation in the 
relative value of 25 grains of gold and too grains of gold. 
Modern paper currencies developed gradually out of the 
gold coinage. The first step ^vas to allow a certain propor- 
tion of notes, backed by and convertible into gold, alongside 
the gold coins. Banknotes were, in their origin, necessarily 
convertible into gold, for they were mere banker’s 10 Us, 
and unless they had been freely redeemable in gold there 
would not have been sufficient confidence in them for them 
to circulate as money. Similarly in the next stage of mone- 
tary development, the evolution of bank deposits and cheepaes 
—they too in their origin had to be redeemable in gold in 
order to command confidence. Banknotes and bank deposits 
were oiiginally a very small part of the total of money, most 
of ivhich still consisted of actual gold coin. But even when 
they grew to be the largest part of the total of money, their 
convertibility into gold was for long maintained. And 
indeed so long as gold and paper money circulate together, 
ffiey must be freely interchangeable with each other, since 
it is impossible to have two sets of money of different values 
circulating together. Since the last gold coins disappeared 
a generation ago, it is no longer necessary for banknotes to 
be redeemable in gold. But it is as possible as ever it was. 
Kffiwadays, virtually every currency in the world consists 
(apart from subsidiary copper, silver, and nickel coins) 
entirely of paper. When this paper money is made by 
law freely interchangeable with gold at a fixed ratio the 
currency is on the gold standard. But this device of a paper 
currency convertible at fixed rates into gold, flir from 

being a monetary invention, is the result of centuries of 
evolution. 


These different stages in the evolution of the gold standard 
are frequently given distinguishing titles. A currency system 
in which gold coins either form the whole circulation or else 
circulate equally with notes is known as the ‘full gold 
standard. When gold coins do not circulate, but the Central 
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Bank is ncvcrllK'lc.s under Icc^al ohli'-^ation to buy and sell 
ifokl in cxdianyc for currency at a fixed price and m un- 
limited ana.unls fsomelimcs with a minimum amount fixed 
but never a maximum) it is known as the ‘ yold bullion 
standard,’ as the currency is then convertible not into t;old 
coin but into -old bullion. A third form is the ‘ sold ex- 
chan'u- standard,’ under which the Icual obhyalion resting 
upoirthe Central Bank is to redeem the currency not m go d 
itself but in some other currency which is itself convert! ) e 
into gold. The gold exchange standard is usually adopted 
by a small or poor country which designates as the currency 
in which it will redeem its own notes at a fixed rate the 
currency of one of the large gold standard countries A 
fourth form exists when the authorities are under no obliga- 
tion to convert the currency into anything else, but when 
they accept the obligation to keep the exchange rate of the 
currency Lble in terms of gold. This fourth form-which 
as we shall see in due course, is very .similar to what wi 1 
prevail in future under the aegis of the Internationa Mone- 
tary Fund-we may call the ‘ gold parity standard. Bu 
whatever form the gold standard 

characteristic is that the currency is ^‘*er directly or 
nne remove either in volume or in value, linked to go ^ . 

The fact that it was gold, and not silver or platinum 
which came to serve as the international monetary metal is 
be explained partly by its technical exce lence a^ a mo e 

“fil^ ir: ctteL r I^ard is 

“ns^^ay m„)e valuable than one that is tmt 
tLp anld Standard. In the modern world there is n 
LfL any suTidea. The only value of a currency ts 

or nothin^- to do with whether or not it has 
gold value The value of a currency depends m the long 
on the conbdence people repose in it ; and , ha com 
hdence may be as great when the currency ts tnconvetuble 
paper as when it is hard go^com. 
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The modern gold standard serves two functions which 
can be clearly distinguished. In the first place it is a method 
of controlling the volume of the currency. Currency laws 
frequently stipulate that notes can only be issued if there 
is a certain backing of gold held in reserve against them. 
Thus in Great Britain until the outbreak of war in 1939, 
the Bank of England was allowed a ‘ fiduciary issue ’ of 
notes, without gold backing, up to ^400,000,000, but beyond 
that figure e\-ery note had to be backed, pound for pound, 
by gold. In its origin the ‘ fiduciary issue ’ had been the 
smaller part of the whole, but it was gradually increased 
until in 1939 about four-fifths of the total issue of Bank of 
England notes was the ‘ fiduciary issue ’ and only the final 
one-fifth was backed by gold. Even so, any further increase 
in the note issue depended upon an increase in the gold 
reserve, so that the principle of linking the volume of the cur- 
rency to the volume of gold in reserve was preserved. On 
the outbreak of u-ar, however, it was necessary to mobilize 
all the gold reserves of the country. The Bank of England’s 
reserve was sold to the Government and replaced by Govern- 
ment securities, and the amount of the fiduciary issue was 
raised to virtually the figure of the total issue— and further 
increased on several occasions during the war. On 16 April 
1947 the fiduciary issue stood at 450,000,000, while the 
notes in circulation amounted to only >396,530,9 13, a 
further amount of ,^53,7 16,920 being held in the Banking 
Department of the Bank of England itself. At the same 
date the Bank s holding of gold stood at no more than 
^^247,833. Thus only the ghost of limitation, by reference 
to its gold holdings, of the Bank of England’s note issue 
now remains. In the United States the Federal Reserve 
Banks are required by law to hold gold or gold certificates 1 
to the value of at least 40 per cent of their total note issues, 
ndeed the American law, with a more accurate appreci- 
ation of the nature of a modern monetary system than 
the British Bank Act, also specifies that a reserve of 35 


^ Gold certificates are a special form of note issued by the United States 
Freasury and backed too per cent by gold. 
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nor cent* must be held against the deposit 
*e Federal Reserve Banks (l.e. the cash reserves of the 
Member Banks). Other countries ^“7'; “ Jj™, 
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different fixed ratios between an ounce of gold and a unit 
of the currency. The bearing of this on stabilit)- of the 
exchange rates is simple. According to Euclid two things 
that are both equal to the same thing are equal to each 
other ; if and Sq.Sfiq were both worth 113 grains of fine 
gold it followed that they must be equal to each other. 
Not exactly, however, for £1 was worth 113 grains of gold 
in London and Sq.SG.q was worth the same amount of gold 
in New York. New York and London being separated by 
time and space, both of which take money to overcome, 
the values of and $4.86| could diverge from equality by 
the cost of shipping the equivalent amount of gold across the 
Atlantic Ocean. These costs are threefold : freight, insur- 
ance, and loss of interest for the time taken. But they are 
nevertheless very sm.all ; in 1925 it was calculated that 
the cost of shipping one pound’s worth of gold across the 
Atlantic was about i| American cents. Consequently, the 
‘mint parity’ being $4,865 = ^1, whenever the exchange 
rate in the market fell to about 84.849 it became cheaper 
to buy gold from the Bank of England, ship it to New York, 
and there sell it to the Federal Reserve Bank for dollars 
rather than to buy the dollars in the exchange market. 
Similarly, if the rate rose to about $4-883 it would be cheaper 
to import gold than to buy pounds. These rates of exchange 
at which gold movements became profitable were known as 
the ‘ gold export point ’ and the ‘ gold import point ’ re- 
spectively. The rate of exchange was free to move between 
them, but as the difference between the two gold points 
was only a matter of less than i per cent of the parity rate, 
the exchange rate was stable for all the intents and purposes 
of ordinary business men who were not concerned with the 
intricacies of the foreign exchange market. 

It is of inteiest to observe how the stability thus main- 
tained can be reconciled with the principle laid down in 
chapter vii that instability of exchange rates, depending as 
they do on the varying totals of demand Tor and supply 
of currencies in exchange for each other, is the natural state 
of affairs. What happened under the gold standard when 
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the rate reached $4,849 was that any demand for dollars 
which could not be satisfied in the exchange market at that 
rate was diverted to the Bank of England and used to buy 
gold. The excess demand was thus drained off and satisfied 
in a roundabout way, leaving demand and supply in the 
market equal to one another. Thus fi-om the technical point 
of view the gold standard is a device for ensuring that the 
demand for and supply of a currency in the exchange market 
shall always be equal to each other — or, more accurately, 
shall not diverge to such an extent as to cause the exchange 
rate to move by more than about i per cent.^ It is, in short, 
a special form of pegging. 

The two functions of the gold standard are logically 
quite distinct. The first, aiming at control of the volume 
of the note issue, is obtiously concerned with the internal 
value of the currency ; we may therefore call it the domestic 
gold standard. The second, ziiming at the stability of the 
external value of the currency, we can call the international 
gold standard. The cardinal point in the domestic gold 
standard is clearly the proportion of volume enforced by the 
law between the gold reserve and the currency. The essence 
of the international gold standard is the convertibihty of 
the currency into gold — that is, the fixed proportion of value 
between a unit of gold and a unit of the currency. A country 
can preserve the one function while abandoning the other. 
For example when the pound sterling went off the gold 
standard (i.e. the international gold standard) in 
provisions of the Bank Act providing for convertibihty were 
suspended and the Bank of England was no longer under 
obhgation to seU gold at a fixed price or mdeed at any 
price at all. But the provision of the Currency and B^ 
Notes Act bv which the Bank of England must regulate the 
size of its note issue by the size of its gold reserve remamed 

l; 

it was escalated in 1929 to be about i to 1 per cent. 
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that the volume of gold available to serve as reserves for a.ll 
the currcneics of the world taken together will not fluctuate 
wildly. Gold is an almost indestructible material, and the 
output of the mines in any short period can only be a very 
small fraction of the existing stock. Thus if the existing 
stock is about twenty times the annual production, a doubling 
of annual production would only make a difference of 5 per 
cent to the total stock. But this is not quite as reassuring 
as it seems, for it applies only to the total stock of gold in 
all uses, and it is always possible for the monetary stock of gold 
to be aflccted by additions to or releases from the hoards 
of gold kept by scared capitalists in the West or by 
potentates and peasants in the East. Furthermore, an 
expanding, progressive world needs an expanding supply 
of currency, and if the annual percentage increment to the 
gold stock does not equal the annual percentage increase 
in the demand for currency there will tend to be either an 
excess or a deficiency of currency, and hence a tendency to 
rising or falling prices. This can be very clearly seen from 
the monetary history of the nineteenth century, as was 
pointed out in chapter iv.^ Between 1820, when the currency 
disturbances incidental to the Napoleonic Wars were cornin'’’ 
to an end, and 1850 the increase in the stock of gold was 
failing to keep up with the expansion of production. As 
a result, though there were years when prices rose and other 
years when they fell, the average tendency was downwards. 
From 1850, however, the discoveries of gold in California 
and Australia caused an increase in the supply and prices 
started to rise. From 1873 the production of gold once 
more failed to keep up, especially as a number of countries, 
notably the new German Empire, were establishing a gold 
standard for the first time and hence increasing the 
competition for the limited supply of new gold. This 
was one of the most important causes of the long de- 
pression of the seventies and eighties. Finally the discovery 
of the vast Rand goldfield in South Africa in 1896 and 
the coincidental development of a more efficient method 

* page 113 
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weight, would have increased very considerably in value. 
When in 1928-30 a shortage of gold was predicted, what was 
meant was a shortage of gold measured by its value, so that 
the rise in the price of gold would be enough by itself to turn 
a threatening shortage into an actual surfeit. In fact, how- 
ever, the rise' in price stimulated an increase in production. 
Miners’ wages and the other costs of the goldmining com- 
panies are fixed in money, not in gold ; they did not go up 
in proportion to the rise in the price of gold. Goldmining 
accordingly became a very profitable business ; it became 
possible to mine low-grade ores which had not previously 
been remunerative. The world’s production of gold in- 
creased from 19 J million ounces in 1929 to 39 million ounces 
in 1939 ; moreover, the 1929 production at the price of 85s 
an ounce was worth ^,^83 million, and in 1939 production 
at i68s an ounce was worth £<^2^ million. On top of the 
increase in the money value of the existing stock of gold, and 
in both the weight and the value of the current production, 
there was an increase in the monetary stock of gold through 
sales by persons who were tempted by the high price to sell 
their gold ornaments or hoards. Thus, within a decade the 
danger of a shortage of gold changed into the actuality of a 
large surplus. 

This sudden reversal is enough in itself to demonstrate 
that a mere adherence to laws which prescribe a relationship 
between the volume of currency and the volume of gold is 
no guarantee of stability. Many plans have been put for- 
ward from time to time to ensure a greater stability in the 
purchasing power of gold and therefore of currencies based 
on gold. All these plans involve some interference with the 
condRions of demand for or supply of gold. So long as a 
certain quantity of gold has to be keot against the currency 
Ae demand iov gold is part of the demand for currency, which 
m turn is part of the demand for money ; and the demand 
or money is, of course, the amount of ‘ money work ’ there 
IS to be done : the volume of transactions to be performed 
(according to one variant of the equation of exchange i) or 

‘ see page 112 
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their suspicion of one another, and so long as gold remains 
valuable, this is likely to be an impracticable scheme. A 
modification of it which has been suggested is that the inter- 
national authority should issue a limited number of ‘ gold 
certificates in addition to the existing stocks and without 
asking any Central Bank to part with possession or ownership 
of any gold it has now. This, provided it could be accepted 
by all concerned, ivould solve the dilficulty of a shortage of 
gold, but it would be powerless to affect a surfeit of gold, 
which might be equally damaging to stability. 

The other method of tackling the problem would be to 
provide for a variable price of gold to match its variable value. 
This again could be done internationally. But the great 
meiit of this approach to the problem is that it can also be 
accomplished by each nation separately. The best-known 
scheme of this sort is the so-called ‘ commodity dollar ’ plan 
originallyproposed by Professor Irving Fisher many years ago, 
and adopted, for a few months in the autumn of 1933, by 
the American Government as its official policy. Thespian 
postulates that, whenever the general price level falls by 
I per cent that is equivalent to a rise of i per cent in the value 
of gold. It can consequently be corrected by increasing the 
price of gold by i per cent. The rise in the value of gold will 
thus be enabled to express itself in an increase in its own price 
rather than by dragging every other price down. 

This theory has the attractive merits of simplicity and 
mathematical precision. Unfortunately there is no reason 
to believe that it_ will work. The only way in which an 
increase m the price of gold can take effect is by increasing 
t e value of the Central Bank’s gold reserve and thus 
enabling it to issue more currency. But in the short period 
the movement of prices has little or nothing to do with the 
supply of money. In a period of depression, such as logo-Q 
prices may fall though the supply of money is increasing! 
It IS true that a fall of prices is the same thing as an increase 
in the value of gold, but that does not mean that the increase 
in the value of gold is the cause of the fall of prices. As we 
have seen in previous chapters, falling prices may be occa- 
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sioned by complex developments in the nexus of saving and 
capital, ivlth which the volume of the supply of money has 
little to do. This theoretical criticism is borne out by the 
experience of the United States, during the period when the 
‘ commoditv dollar ’ was being tried out. 

Another proposal for stabilizing the value of gold-^r, 
more accuratclv, for avoiding a shortage of gold— which has 
attracted support for decades past is bimetallism, or the use 
of silver as well as gold. Two hundred years ago silver was 
the predominant monetary metal. The French words for 
monev and silver are to this day identical. Gold became 
established as the sole standard first in Great Britain and then 
oi adually in the course of the nineteenth century in most ot 
die other large countries. There have always been some who 
reo-retted the ousting of silver and advocated its reinstatement. 
The hard core of the ‘ Silver Party ’ is composed of those who 
oiMi siU er mines and would naturally welcome anything tha 
would increase the demand for silver and raise its puce, u 
ivhen the general price level is falling and a case can be made 
out for the argument that the fall is due to a shortage of gold 
Tc rcnonelbhion of silver .rppears ,o be a meam of escap.ag 
from falling prices and the accompanying depression. B 
Zllivm ;l>os appeals a, suel. umes to all those «ho have 
sulVercd most from the fall hr priees-that .s pre-eminent^ 
2 avrlcultnral elements. These htets partly evjm he 
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vertible into either gold or siKer at fixed rates (the prices 
demanded by Bryan were S20.67 per ounce of gold and 
$1.29 per ounce of silver — that is a ratio of value of 16 to i), 
and the minimum metallic reserve against the currency could 
consist of either gold or silver. The defect of this proposal is 
that it is impossible to fix for all time a definite ratio between 
the values of two metals, each of which is subject to entirely 
different conditions of supply and demand. The fixed ratio 
is bound at any time to overvalue one metal and undervalue 
the other. If one country alone (for example, the United 
States) is trying the bimetallic solution, while others have no 
fixed price for silver, then silver in the United States, at its 
fixed price of Si. 29 an ounce, will always be either cheaper 
or dearer than in the rest of the world. If it is cheaper, then 
the rest of the world will send gold to America in exchange 
for silver, and the American Government ivill lose all its 
silver. If it is dearer, then the world will sell all its silver to 
America and take gold in exchange, so that America has 
no gold. If bimetallism is adopted by the whole world it 
has a greater chance of succeeding, but even then the fixed 
link between the two metals will make it more profitable at 
any time to mine one rather than the other. Short of such 
a world-wide solution, bimetallism does not secure that the 
currency is based upon both gold and silver, but that it is 
based on either gold or silver, and there is no reason to believe 
that such an alternating basis would be any more stable than 
gold alone. 1 


. ‘ To get round this difficulty, Marshall proposed a variant which he called 

symmetallism.’ According to this proposal, the currency would not be backed 
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entral Bank, but into gold and silver, possibly combined together in a bar of 
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The value or silver relatively to that of gold has fallen 
verv considerably since silver was demonettzed, and at the 
end of rose the ratio of value was about 82 to i rnstead of 
Svan-s ,6 to t. In .933 t>nd -934 .neasures were taken, 
fhieflv by the United States, to increase the price of s Iver, 
and at the end of 1934 the ratio was approximately ,0 to , 
ater l.ow ever, it relapsed again, and at the outbreak of war 
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broiiErht on bv a shortatrc of inoncv ; but this is ncitlicr the 
only nor even the most frequent cause, and the maintenance 
of an unvaning quantity of money will not preserve a 
country from depression. iMoreover, \vc have been speaking 
in the last few sentences of the quantity of moneys and the 
various devices for modifying the domestic gold standard — 
indeed, that standard itself — arc concerned to regulate the 
quantity of currency only. A reduction in the quantity of 
currency may cause a reduction in the quantity of money, 
or it may not. The two can, on occasions, run divergent 
courses. Thus if a severe depression accompanied by a fall 
in the total quantity of money of all kinds happens to coincide 
with a wave of distrust of the banks (as happened in the 
United States between 1930 and 1933) the public may choose 
to hold in currency a rising proportion of the falling total 
quantity of money, and the volume of currency in circulation 
may rise. To prevent it from doing so would do no good at 
all ; it would merely precipitate a still severer banking crisis. 
The quantity of currency in existence has, it is true, some 
influence on the level of prices and the state of trade. But 
it is much nearer the truth to say that the quantity of cur- 
rency in circulation depends upon the volume of transactions 
which, at the prevailing level of prices and state of trade, the 
public chooses to accomplish in hard cash instead of by 
cheque. It is much more a consequence than a cause. It 
follows that any device whose sole effect is on the quantity of 
currency is likely to be of very little value in promoting 
general monetary and economic stability. 

Is there, then, any argument for retaining the domestic 
gold standard ? It would be possible to find an argument 
in the relations between the domestic gold standard and the 
international gold standard. As we shall see shortly, it is 
an essential part of the international gold standard that when 
gold is flowing out of a country that country’s monetary 
authorities shall start a restriction of credit with the object of 
lowering prices, and that when gold is flowing in the opposite 
direction an expansion of credit shall be started. If when 
gold is withdrawn from the reserve and exported the currency 
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ha, ,0 contracte d, that i, one way of ensuring that the 
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The .slaiiJ.u'il is iiiaiiily ( uiu ci m il wnli tlir 

vohirut- ol money uiul with its innueiice upnii the dmiiestie 
price le\'el. The internaiion.il eokl sI.uuIj.hI is eoiieerin il 
with the cxtern.il rd/t/eofthe euri'cnev .uicl with the problem 
of maintaining the stability of the foreign exchanges. It is 
perhaps worth while to repeat the point that the gold sl.uidard 
U'.ts never ‘ invented ’ to serve any conscious purjinse. Wh.it 
we have called its donii'stic functions arose cpiite n.iturally 
out of the distrust with w hich p.ipcr money w.is rcg.ucled in 
a world whose money was mainly of met.d. If note.s were 


to be allowed alongside gold, the greati'st care had to be 
taken to see that they were merely subslitutis lor gold, liiat 
they were not issued in e.xcessive qu.intities, and tliat the 
gold for redeeming them was alw.q's jrresent. These 
precautions anachronistieally sur\ivcd into an .ige when 
vhtually all money is paper and gold coins arc almost 
unknown, an age in which the man who converts his paper 
money into gold normally docs so not because he prefers 
to ha\'e gold money but because he wishes to send the gold 
out of the country. 


Similarly with the international functions of the gold 
standard. When gold coins provided the overwhelming 
part of the money supplies of the country there was no rooin 
for more than minute variations in the e.xch.mge rate between 
two gold currencies-provided always that both were kept 
at full weight and w'ere not subject to clipping, sweating or 
t^o loss of weight through excessive wear and tear. As notes 
began to form part of the circulation their ready convertibilitv 
into gold and their comparatively small amount prevented 
the previous automatic exchange stability from being dis- 
turbed. Later on, however, when bank credit came to be an 
important part of the money supply, the position began to 
be a httle more complex, I, „as true th.at so Ion? a; btmk 
depostts were freely convertible into gold at fixed rates tite 

and f do'll 7 ‘‘Tosit in London 

and a doUar bank deposit tn New York could not vary by 
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move than the small margin of the gold points. But the 
system ivas no longer entirely automatic or foolproof, for the 
problem of convertibility had been injected into it. ^Vhen 
a country's money consists predominantly of gold there is no 
qncstion of its being convertible into gold ; it is gold already^ 
Ikit Ns hen a country’s money comes to consist of paper, and 
of that even less concrete substance, bank credit, its con- 
^■cl tibilitv into gold is neither automatic nor aromatic. The 
various dev ices that we shall shortly have to discuss h ve to 
be developed in order to ensure the maintenance of co 

' Bni'die process of development is a gradual one, in which 
vari.ius measures have to be adopted to maintain that 
St ibihn- of the exchanges which at the beginning seems 
n itural as harcllv to be questioned. There was no sta^ 
the historical development of the gold standard, as it exis 

hh, a. a consdom dccis.on was made o mm 

a, snliiHlv of the exchanges. On the contrary, t"® ' 

Ud"-- 

cxcha„:;o in the fo.eisn exchanse " 

aboot half of , per cent on e.ther sale o t m n p 

i, shunted on. of the lirretyn ettchattpe tm uk 'to d . 

market. In this way tl.e demand h “ ^ ^ 

foreign exchange n.tnke. 'S'-a 

matkel. But this mcchanisiu ^'P"* ™ J j the 

tl,at a demand for foreign currencies, when sUuntea 

290 



INTERNATIONAL GOLD STANDARD 


gold market, can rely upon securing gold in unlimited 
quantities at a fixed price. If there were not the absolute 
certainty of this, the people ^vho want fon ign currencies 
would refuse to be dicerted into the gold market. Unless 
they were sure that they could get their gold at the fixed 
price, which would enable them to get $4.85 for each pound, 
they c\ould prefer to remain in the foreign exchange market 
and, by competing with the other persons who arc olfcring 
pounds in exchange for dollars, force the rate of exchange 
down to $4.84 or even lower. Indeed they need the assurance, 
not onlv that they can get 1 13 grains of gold for in London,’ 
but also that they can get $4-d6.'. for 113 grams of gidd in 
New \oik, after they have paid the cijsts of shipping. With- 
out free convertibility of money into gold, and of gold into 
money, the gold standard cannot guarantee stability of 
exchange rates. The problem of the gold standard conse- 
quently boils down to the problem of maintaining the 
convertibility of currencies into gold. 

Convertibility can only be maintained so long as the 
margin of unbalanced transactions, which has to be taken 
care of by movements of gold, is not large and persistent. 
Thus, in normal gold-standard times, if on any one day the 
number of dollars demanded in exchange for pounds within 
the gold standard range of .$4.84 to $4.89 was larger than 
the number of dollars offered in exchange for pounds on that 
day, the Bank of England could easily take care of the excess 
by supplying gold, since the gold withdrawn \vas very 
unlikely to exceed, say, a few hundred thousand pounds’ 
worth. A similar demand could be repeated, and accommo- 
dated, on the next day, and even on every day for several 
weeks. But Ae Bank of England clearly could not allow it 
to continue indefinitely, since its gold reserve was not of 
infinite dimensions. The embarrassments of a continuing 
inflow of gold are not so apparent ; but they exist neverthe- 
les . If the Bank had to buy gold day after dav it would have 
to lock up more and more of its resources in gold, which earns 

assets, such as Government securities. The Bank would 
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naturallv, after a certain point, object to being gorged with 
r^old, and would try to bring the continued inflow of gold to 
a stop ; tlii-;, of course, it could only do by creating a large 
additional supplv of piuinds to meet the surplus demand for 
pounds which, at the fixed exchange rates, could not be 
satisfied out of the market supply of pounds. The dis- 
advantages of a continuing inflow of gold are obviously less 
severe tlun those of a continuing outflow. There is only one 
instance on record of a country being so sated with gold that 
it has refused to take any more (the case of Sweden during 
tire war of 1914-18I, while cases of countries refusing to give 
gold because of the approaching exhaustion of their reserves 
arc \crv frequent. Nevertheless, in theory at least, the argu- 
ment works both ways, and we may say that the only way of 
maintaining the free inter-convertibility of gold and money 
is to ensure that the demand for a currency m the toreign 
cxch.ingc market and the supply of it in that market do 
not "et permanentlv out of balance. Gold mocements can 
take uii a temporary excess cither of demand or of supply, 
but they cannot indefinitely accommodate a continuing 

‘"'"'tIr' international gold standard must therefore include 
I set of dec il es for ensuring that any disequilibrium betwee^n 
a;.„,,nd .md supply is corrected. The conclusions of 
ch inter c ii mav be recalled here. The demand tor and 
supplv of .1 currenev depend in the long run on the relation 
b^ veen prices and costs in that currency's territory and 

pi s and costs in the outside world. --untry s piices 

1 rel itivelv too high the demand for its currency ndl M 
off and the siqiplv of it increase. Under gold standaid con- 
ditions this wlmld lead to an outflow ot gold-not 

but a continuous and cumulaticwly increasing onu 
C'onverselv, if a country’s prices were low lelativi ^ 
of the out'side M'orld, there would be a continuous inthm of 
'I'lie problem of niaiiitaiiiiiig convertibility n as the ^ 

Cone of ling steps to secure a lull of 

(lowing out, and a rise of prices when gold 
But any action that was taken to influence pacts ntec 
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sarily took time to accomplish its purpose. In the interim 
period other steps had to be adopted to stop the flow of gold. 
It will be recalled that in chapter vii a number of temporary 
factors acting upon the demand for and supply of a currency 
were discussed ; these were, in the main, long-term capital 
movements, short-term capital movements and speculation. 
In the case of a firmly established gold-standard currency, 
speculation can be largely ignored, for so long as the gold 
standard is maintained the exchange rate cannot fluctuate 
by more than i per cent, and there is consequently very 
little room for speculative profits. Capital movements 
remain. It was argued in chapter vii that their influence 
on a currency’s value cannot be permanent, but it may be 
considerable in the short run, and we are in any case on the 
look-out for a factor that can be quickly mobilized to hold 
the position until the more slowly moving but permanent 
change in price levels can be effected. 

When faced with an outflow of gold, then, the Central 
Bank had to set in motion the causes that would bring about 
an eventual fall of prices, while at the same time attracting 
inward capital movements, or at least restricting outward 
capital movements. Both these objects could be achieved 
by an increase in Bank Rate and a restriction of credit. We 
found in chapter vi sufficient reasons for doubting whether 
the Central Bank’s eflforts to influence the price level could 
ever be fully effective. But an increase in Bank Rate and a 
restriction of credit would undoubtedly tend to reduce prices 
At jhe same time the rise in Bank Rate would affect the 
capital market. The rate of interest for short-term borrowin*^ 
-demand loans by the banks, the rate of discount on bills of 
exchange and Treasury bills, etc.— would be affected im- 
mediately There would consequently be an immediate 
endency for such funds as are normally invested at short- 
term to move towards the centre with the higher Bank Rate. 

_ Bank Rate was raised in London, British banks and bank- 
mg houses would recall the funds they had placed in New 

S banks would 

tind London a more attractive centre for deposit. The flow 
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Of these funds to London ^^■ould increase the demand for 
pcaurds and stop tire export of gold. Before 1914, when a 
large part of the world’s trade was financed by bills ol 
cxchaivm drawn upon London, an increase in the rate of 
interest" prevailing in the London discount 
immcdiatelv lead to a reduction in the number of bills being 
drawn The funds being remitted to London to meet o 
bills on maturity would therefore immediately begin to ex- 
S Tlic reU.,.;flo« of funds being rc.utaed/,.. -don 
as the new bills were discounted in the market. Thus there 
would be an immediate and automatic increase in 

demand for pounds relatively to the supp y. 

An increase of Bank Rate would in time affect the rat 
of interest that could be obtained upon long-term securities^ 

A rise of Bank Rate is almost always followed by a fall m t 

of British Government securities, thereby increasing 
obminable on them. We saw in chapter vit a, 
there are many obstacles to the spread of an increase 
I nf nmrest into ever>- corner of the market in capital. 

Lt that there is tendency fo';^^Y'Tr^Xr!he'rate 

amount of money bo™wcd by fore,gn^ a" " 
,ay that an increase of Bank R'^^^Xediate was to 
of credit, had three eflcc . inorcasc the demand 

attract sl.ort-tcrm banting hinds (i.e. to 

'eZ: [rS^icign ccbange martm) u«e the 

;:;:*ferSrri:adk:ruL 

funds, an increase of foreign lending and a rise P 
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each of which would ha\e the cflcct of diiuiui'hiii!;' the 
demand for the currency relatively to the stipply of it. 

This in barest outline was the mcclianism of the inter- 
national gold standard before the war of ir)i.|-i8. It is 
unlikely that it ever worked in cxaeilv the way that has been 
sketched. There were doubtless always countervailing fae.iDi s 
at work which impeded its working in evciy particular. 
Indeed, it is easy to imagine occasions when changes in Bank 
Rate ^\■ould fail to have the clieets described alicwc. Stipposc, 
for instance, that the London market is regarded with sus- 
picion, either because internal banking trouble is expected 
or because the suspension of the gold standard is believed 
to be imminent. In the.se circumstances no increase in Bank 
Rate will sufficiently stimulate the demand for sterling. 
Short-term funds will not be tempted by an extra i or 2 per 
cent per annum, if a loss of 20 or 30 per cent of the capital is 
in prospect. I\or will long-term capital be more fa\ourably 
affected. Nobody will lend to a country which is believed 
to be on the verge of a crisis ; on the contraiy, both English- 
men and foreigners will tumble over each other to take their 
capital out of the countiy before the crash comes. Indeed, the 
raising ofBankRatemight be taken as the firetharbingerofthe 
storm to come and serve only to intensify the fiight of capital. 

The gold-standard mechanism must therefore be reo-arded 
as one for normal times, as working only if other things are 
equal. Psevertheless, it is a matter of historical fact that in 
t e decades before 1914 it did work, pre-eminently in Great 
ntain, but also m those other countries that maintained an 
open market. In large part this was no doubt due to the fact 
that the pre-war epoch was a ‘ normal time,’ international 
capital movements were neither very large nor very unsteady, 
and speculative movements of short-term funds were virtually 
unknown. Since 1914 there has hardly been a year when one 
of the major currencies of the world was not suspected of 
weakness ; but in the days before that war the imijor cur- 
ncies M'ere all above suspicion. London in those days was 
the undisputed financial capital of the world, and the vLme 
of international payments passing through London must liave 

303 



GOLD STANDARD 

been many times greater than through any other centre. 
Nevertheless the gold reserve of the Bank of England, upon 
which the ^vhole fabric rested, was considerably smaller than 
the msem-es of, say, France or the United States, and tiny 
compared to the gold reserves that were found necessary by 
Central Banks operating the gold standard between t le tvvo 
world wars.^ But the Bank found that the weapon of Bank 
R,te-not cNcn (consciously) assisted by open marke 
operations until the years immediately prior to tlie war-was 
siflkient to prevent this reserve from falling too low or rising 

the golden rule of the gold standard is : expand 
credit when gold is coming m ; contract credit w icn go 
going out. A Central Bank may ignore the j for a Ume, 
if it is prepared to lose or to receive gold, n , 

occ ilns when it would be foolish to follow the rule. The 
seasonal weakness of the pound in autumn, for exampk 
was frenuently accompanied before the war of 1914 J 
rcni: o(gold. ^hich returned when * - “ 

seasonally N“»,;N‘''c‘;eTi"«ery aiZn and expand it 

“^rdknthecauseo^ 

ertr:uto"^Tr(ie::tUhe,ingi..ore 

‘^‘“kdie ea'rhCT stages of modern 

actual gold coin »as still r P™ 

money supply, the «act,on f when gold 

domestic credit position was almost automatic, 

. The gold holdings of *e Bank °f 

About £10,000,000 of this had to demands for export of gold, 

leaving about £25.000,000 Ba"k of England and the Government 

On 3 1 March 1 039 'he gold reserv 1 0,000,000 wm 

toceiher amounted to about £560,000,0 . remaining £350,000,000 was 

ISdLrescrveagainstthenote^^^ 

available for export. But this div ^,dier, and at the outbreak of 

had poivcr to move gold from one rat'b (T large sums 

war virtually the whole before tlL outbreak of war 1^^^^ 

r “ “™ or u» rordxo n»*o. bc.« 

the eves of die two wars. 
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was exported, the export itself was a contraction of the money 
supply. Even up to 1914 the connection was close enough 
for most people to consider it automatic. The surplus re- 
serves of the Bank of England were so small that the Bank 
was forced, for the sake of its own solvency^ to take immediate 
notice of any considerable draft made upon those reserves. 
Moreover, the reserve was subject to two distinct drains. If 
prices were rising in Great Britain, and rising faster than in 
other countries, there w'ould be a tendency for gold to be 
exported. But there would also be a tendency for gold to be 
demanded of the Bank of England in order to increase the 
circulation of gold coin in the pockets of the public and the 
cash kept by the commercial banks in their tills. Conversely, 
when prices were falling in England faster than elsewhere’ 
gold w'ould come pouring in to the Bank of England, both 
from foreign countries and from the British public. In its 
own interests, therefore, the Bank could not allow any move- 
ment of gold to continue for more than a few weeks ; it was 
forced to obey the golden rule in a way which, if not auto- 
mauc, had all the appearance of automatism. 

In the conditions of the world before 1914 the Rold 
standard worked _ remarkably w-ell. Stability of exchL-e 
rates was maintained with so little conscious effort tliatit 
came to be regarded as natural. The economic structures 
of the various nations in those days were hardly any less 
divergent than they are to-day ; the tempo of economk 
progress on the American prairies differed, as it does to-day 

ofXt'/" ; b„, by the dcvicl 

of the international gold standard all these divergent econo- 
mies were kept within a monetary system and a price system 
ich were ro nearly homogeneous that they could truly be 
regarded as international. Each country’s money seemed to 
be but a branch of the international money— gold^- and each 
country's cconon,y appeared .o be b„. 1 sfc.or’o a 'rut 
mterdependent world. I, is the menrory of this balance and 
harmony so successfully maintained between the differeni 

aith of many bankers and statesmen that restoration of the 
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prices, and the golden rule will impose a credit contraetinn 
on Great Britain in order to ensure that British prices tail as 
rapidly as any others. Similar!)’, credit expansion may be 
undertaken not because British prices arc falling, but because 
everybody else’s prices are rising. The golden rule is not 
a device for maintaining the sobriety of the price level, but 
for ensuring that each national price level shall be as drunk 
as every other. And since, when the gold stondard is in 
operation, every Central Bank is intent upon stability 
of the exchange rates and none of them is trying to 
counteract the periodical swings of inflation and deflation— 
over-investment and undcr-Investment, high prices and low 
prices— these swings are free to oscillate to their fullest extent. 
The gold standaid docs nothing to prevent these lurches, it 
only ensuies that all shall lurch together. In the nineteenth 
century this defect was not large enough to outweigh the 
great advantages of automatic stability of the foreign ex- 
changes, since the secular and world-wide movements of 
prices, though noticeable, were neither very large nor very 
sudden. But in our present-day world the instabilities of the 
monetary system are so great, and so painful in their efl'ccts, 
that each nation feels impelled to do what it can to limit them’ 
even if the stability of the foreign exchanges has to go by the 
board in the process. 


THE INTER-wAR GOLD STAND.\RD: 

restoration 

The gold standard was shattered in the first weeks of the 
war in 1914. Every beUigerent country in Europe and 
many m other continents, withdrew the privilege of con- 
version within a few days of declaring war, and in the course 
of the struggle most of the neutrals followed suit. In Great 
Britain the legal obligation on the Bank of England to buy 
and seU gold at fixed prices was retained, but as both the 
melting of gold com and the export of gold were prohibited 
there was no purpose in applying for conversion of notes into 

eflectively suspended in fact if not 
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i„ The ImmediMc reason for suspending eonversion 

was to preserve the gold reserve intact. During the course 
of 1 “war gold in circulation in every European beihgerent 
w;s^vithdraw„ into the reserve oHl-e Centra f “ 

and notes issued in exchange, and many 

Great Britain included, used part f 

tn mv for necessary imports from neutrals. It might there 

fore be said that the suspension of the gold standard m 1914 

was due to reasons of military or political strategy. 

But even if the gold standard had not been suspended fo 
stral'i^:! reasons? purely economic c-d.ahons 

have forced the taxation and by 

was far greater than could be raisea oy m 

borrowing the » MaSX cLdon 
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most, if not all, of those in authority it was taken for yr.inled 
that an international system of gold cnnverlihilltv would 
follow the period of wartime incon\ ( rtibility just as peace 
followed war. The second impelling force was the app.dling 
chaos produced in Continental Europe by the wild intiu-war 
inflation, which carried prices in Germany to one million 
million times their pre-war level, and in other countries to 
levels only slightly less astronomical. The misery and dis- 
location produced by this inflation made such a strong im- 
pression upon all who were brought into contact tvith it that 
the avoidance of any repetition of the experience seemed to be 
the first principle of monetary wisdom. The gold standard, 
whatever ks other faults may be, docs at least nip any such 
wild inflation long before it has even formed in the bud. This 
assurance of at least comparative stability largeK- explains the 
unanimity of desire to return to the gold standard which 
enabled the whole movement of restoration to be accom- 
plished virtually within ten years of the Armistice. 

returning to the gold standard ivas 
diflerent for different countries. The United States had 
with one slight temporary exception, maintained the gold 
standard throughout. The American price level had not 
hovveyer, remained stable. Vast quantities of gold had been 
sent to New York m payment for munitions and other 
supplies. In addition the Federal Reserve Act, which came 
into force in 1914, provided a much more clastic system for 
the provision of currency and credit. There was thus an 
additional supply of gold, a more clastic currency built upon 
the gold basis and a plentiful supply of credit based upon^the 
currency. There was therefore no monetary check to the 
gcat wartime boom, and prices rose. Even after the crisis 
of 1920-1, the average level of American prices was nearly 
50 per cent above the previous level. The United States had 

scaTe'whaTha'd i larger 

cale what had been happening throughout the wliole gold- 
Standard world as a result of the inckased supply of gX 

S rva Y f Z was on g” ij 

die value of gold was determined by the value of the dollar 
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U'c can therefore say that the purchasing P»™ »f “ 
1022 ^v•as about t^vo-thil■ds of its pre-war level. This reduc- 
tion in the purchasing power of gold had ^ 

two wavs-iirst, by the concentration of gold within Europ 
in the Reserves of Central Banks where it couW be used as 
the basis of a greater amount of currency and c^dit t 
when it M-as in actual circulation ; and secondly by the 
irfstrlhutlon of gold reserves in favour of the Un.ted States. 

Itlost of the neutrals were in much the same position 
as the United States. Tliey had indeed suspended converU- 
bihtv but they had not indulged in inflation to any con- 
sider able extent and their price levels had roughly followed 
the gold (i.e. Antcric.,,,! price level. They were . erefo e 
nWc^0 restore convertibility at the P;'™“ 
aimlies particularly to Switzerland, Hoi and an 
Scandinavian countries. Spain, on the other han , w 
to onlv country rn Europe uhich never restored the go 

beginning ol 1922 icompai tin t ve ir British prices 

a rise ofprices in Great Blatant ^ d th^ 

Sl’rnlne:.' Xnd"dte“co:.!nibinty of the pound sterling 

in the ensuing yeais. ‘ gave a higher 

even at the time, that the that the 

value to tlie pound than itm j, to the existing 

sUaineoiflXmluci^^^^^^ 



INTER-WAR STANDARD: RESTORATION 

—that is, before the pound i;icu- up to the dollar (by a fall 
of prices in Great Britain) or the dollar i;rcvv down to tlic 
pound (by a rise of prices in the United Slatcsh The 
authoiities realized the incvitabihix' of this period ol strain 
but in view of the importance to tlie prestige of the City of 
London, and to Biitish financial interests, of restoi'in^ the 
historical parity, they decided that a short period of strain 
was not an excessi\-e price to pay. But they made two mis- 
calculations. In the first place, they under-estimated the 
extent to which the old parity overvalued the pound. If an 
average of three British wholesale price indices is compared 
with an average of four American wholesale price indices, 
British prices were only about 5 per cent higher than 
American as compared with the lc\cl of 1913. But as we 
found in examining the purchasing power parity theory in 
chapter vii, wholesale price indices are not necessarily of 
particular relevance to the calculation of equilibrium rates, 
n fact, since British wholesale price indices consist so largely 
of imported articles, whose prices are influenced by the rate 
0 eimhange, the level of prices as shown by them is as much 
an effect of the rate of exchange as its cause. In other words 
calculations based on wholesale price indices will tend to 
understate any divergence between the actual rate and the 
equilibrium rate. It is almost certain, therefore, that the 
divergence was more than the 5 per cent indicated by whole- 
sale prices, and the most generally accepted estimate is that 

; but it may well have 
been even greater. That is to say, the equilibrium rate of 

Sats dh “ 'f' “bout 
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undervaluation of tlic currency, according as the new parity 
is fixed above or below the cquililarium rate at the moment. 
Few countries guessed exactly right. Italy, for example, 
overvalued the lira and prices had to be reduced before a 
balanced position was reached. Other countries undervalued 
their currencies. France was the outstanding example ; the 
new parity of the franc undervalued it so much that French 
industry benefited for several years from gently rising prices, 
in sharp contrast to the falling tendency in the outside world. 
At the same time French exporting industries, with their costs 
fixed in terms of the franc, which — so far as the world market 
was concerned was far too cheap, enjo)'cd a competitive 
advantage. 

The process of restoring the gold standard, which began 
in earnest with the German stabilization in 1924 and the 
return of the pound sterling in 1925, was virtually accom- 
plished by 1928, when legal form was given to the stabilization 
of the French franc, which had been in fact accomplished 
two years previously. In many ways the inter-war gold 
standard went much further than the pre-war gold standard. 
It embraced, for example, many more countries. Many 
countries of Europe, which before the ^var had not bclonocd 
to the charmed circle of the gold standard, stabilized their 
currencies in terms of gold, and virtually all of the South 
American republics, most of whom had had inconvertible 
currencies in 1914, followed the fashion. By the middle of 
1929 almost the only countries that were not on the gold 
standard were Cliina, Spain and Mexico.’ Not all of these 
conntnes adopted the full gold standard or even the gold 
bullion standard, but the gold exchange standard rvas 
extensively employed. 

The restoration tended also to follow a certain pattern. 

in of Brussels in 1920 and Genoa 

^ad been ^'-N"!! standard, inter-war model, 

Natn rim ensuing years the League of 

Natrons dtd valuable work in extending the same ideas' 

cMt'c.™’' of*' U-S-S.R. d. .0, l„d csil, 
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riic main idea « as that each country should have 
Bank free of Government interference, to which should be 
culrustcd the eold (or gold exchange) reserves the control 
of the coinmer'cial banks, and the regulation of the foreign 
exclrin-cs This fashion of Central Banks has, indeed, out- 
lived the intei-war gold standard, and there are very ew 
countries in the world which do not already possess a Central 
B uik or are not taking steps to set one up. In 1930, as a 
result of a rcconiinendation of the Young Committee which 
was originallv .appointed to .advise on the problem "f Germaia 
Reparalions, an .lUeinpt w.as made to f ; 

ordination of these Centiarl Banks m the form 0 the Rank lor 
hitrnational Settlements. The B.I.S. (by " 

tion it is usually known) wars given .as its original “ 

fiiirctions of collecting and disbursing Reparation “d Allied 
War Debt pavments. but the wish w.is clearly expressed t 
it would develop into a clearing house for 

5rrrdarvw.rd,e principle that the gold standarf 
had been made the corner-stone of inter-w.ar 
C^tiairtion. It was l.aid down in the » ; ; 

It h ee trrs of'its founding the gold standard teas 
uhandoned in nrost of the countries 

with the suspension of Reparations and War Debts, ve^ 
with tnc su.pt r Moreover after the war ol 

shortly), was set up to perlorm m.iny » ,,,v 

might h.tve been |>erformed jl wiU still 

B.I.S. still remains in existence, and it may be t 

have some uscfnl role to play. 

tuk inttr-war gold standard: collapse 
The gold standard eras restored in Great ITham in Apul 
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countries, Greece, and Portugal in Europe, and by South 
Africa and Japan. Australia and Ne^v Zealand and most of 
South America had preceded her. In April 1933 even the 
almighty dollar suspended gold convcrtilrility and de- 
pieciated. Alost of the nations of Central Europe, though 
striving to keep their currencies at parity, entircl)' suspended 
convertibility and subjected aU exchange transactions to the 
most rigid control. Only a handful of countries in Western 
Euiope, of which France was the chief, remained on the gold 
standard for a few years longer, but they too succumbed in 
1936. Within little more than a decade from the beginning 
of its post-ivar reincarnation, the gold standard had once 
more been abandoned by the great majority of the nations. 
This book is not a history, and we are not concerned with the 
details of this brave experiment that failed. But it will be 
of assistance in understanding the nature of the gold standard 
if a brief account is given of some of the causes that contri- 
buted to the failure. 


Those causes can be grouped under three heads. The 
M contributing cause was that the monetary authorities 
ot the world were no longer as exclusively devoted to the 
aims of the gold standard as they had been before the war 
stability of exdiange rates they wanted-some of them, with 
rneniories of inflation, passionately desired. But the gold 

''' exchange staWlity 

only at a price : tne price being the abandonment, or at the 
ry eas the subordination, of every other objective The 

to do. The economic chaos left behind by the war was so 
one ot us future gyrations without means of esemo V 
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adiustcd lirr internal price level in the years after 1929 to the 
movements of tlie world priec level-or more M™rately to 
tire movements of tltose parts of the world pr.ee e»el that 
concerned her, namely, the prices of wool and wheat she 
would have had to cut her national income in half, that is, 
reduce bv 50 per cent the cash income of every member of the 

^^Tn'sudi circumstances adherence to the gold standard 
was impossible. Even those countries that were not so is- 
astrouslv affected shorved a tendency, long before the fall 
prl.s which began in 1929, to follow after gods that wer 
Ltirely strange to the monotheistic gold standard. In Great 
Britain there" was a considerable body of opinion, led by 
economists but backed bv industrialists, which dema^ 
policy of price stabilization. In the bnitcd States tire same 
demand inspired Congress, and more than one bill was in 
S to pih upon the Federal Reserve Banks the statutory 
dutv of maintaining stable prices. Though -e ^ese^ 
readied the statute book, there was no doubt of the stien t 

'^^iropmicn .l„m .0 wef W 

of the mtcltattycs, was the pn.t.ary dt.tv of ' ' ™ “V 
-ruthoritics. But it has already been made dear that 
pursuit of price stabilitv is not compatible with mamtenane 
of the gold standard, except in the unlikely contingency K 
every country is not only seeking to stabilize price , is not 
only agreed upon the same index number as the 
st.ibility, but is also substantially succeeding m t he U . ^ O ly 
if the world price level is stable can sUi c 
combined with st.iblc prices ; and it 

compcllctl by law to ,|,cmsclvcs 

m;i“r:f::h:m;";v"*:.i.isam^^^ 

dva;o.,,.ltvbn...i.a.ldcsi,-cfors.ablvp..vcs 

i sa- Australia in thr World Crisis, by DougUi. CopLrud 
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Tlie second group of diffu ultics in (he way of (!ic proper 
working of the post-war gold standard arose out of the fai t 
that the technical task of maintaining exchange stabilitc' was 
far greater than bcltrre the war. As we have seen, the object 
of the gold standard is twofold ; to prowde, liy mo\ cments 
of gold, for the stability of the exchanges j and to maintain 
such a correspondence between the structure of costs and 
prices in the diflcrent countries that the gold inovcinents 
do not continue. The first function, the maintenance of 
stability, is not possible unless the second jiart of the 
mechanism is working properly ; unless, that is to say, it is 
practicable by small adjustments to keep the dilfercnt 
national price levels in alignment. After the war, however, 
this process of constant readjustment of prices was much more 
difficult. The necessary readjustments, in the first place, 
were very large. It has been suggested that the overv.d nation 
of the pound was of the order of lo per cent or more, and it 
is probable that the French franc was undervalued to at least 
the same extent. Here then was a divergence of at least 20 
per cent to be eliminated— a much more difficult business 
than the slight discrepancies of the pre-war era. In the 
^cond place, prices in many cases refused to be readjusted 
1 his was particularly true when a downward readjustment 
was in prospect. The downward readjustment of British 
costs after 1925, for example, was rendered impossible bv the 
stubborn refusal of the trade unions to countenance any 
reductions of wages and by their readiness to engage in the 
General Strike of 1926 rather than abandon the point. This 
was, perhaps an extreme example of price rigidity, but 
throughout the world all sections of the public had been 
made aware, by ffie rapid changes of tlie war period, of tlie 
significance of price changes and, correspondinglv, were less 
ready to acquiesce in them when they appeared to be un- 
favourable Just as stability of prices in general is incom 
padble with the gold standard, so rigidity of particular prices 
If ffiey are important in the economic structu e (as wa^es are ’ 
will effectively disrupt its working. ^ 

Other examples of obstructions to the readjusting function 
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of the raid Standard can be mentioned. It will be re- 
membered that smooth ^^•orking depends to a large extent 
upon the degree to which the movement of short-term 
banking funds can be induenced by changes m the rate of 
interest. Before 1914 an increase of i m ^n 

Rate of the Bank of England would lead to the recall 
London of the funds of British bankers placed abroad an 
influx of foreign funds to London, and a ^ 

willingness of foreigners to finance their trade by bills dis- 
countable in London (i.e. to borrow from the London 
discount market). All tlicse factors would tend to increase 
purchases of sterling relatively to sales But in the post-war 
period, though all these foctors operated, they were "^^aker 
Iheir operation. Far less trade was financed by sterling bfl s 
drawn on London, and the movement of funds ^ 
quentlv far less amenable to alterations in London Bank Rate 
Moreoc er, these national ^'‘^^^dons to movemen^ of ^ 
rates tended to be overshadowed by the great bulk of nter 

short-term funds answering the caU^^^^^ 

3i,„ Of „.e.k,.c. ond lead .0 an exp^r, rather . an an .rnp^^^ 
'since tlic movements to which it ga^ 

tanrp an oU.cr ..ansacuons and were 

„„ran.c„ablc to any of (he normal "'"P™ “J ^ \ad 
armoury of Cenlral Banks ; it well earned the name 

Pusl-war statesmanship _ to the smooth 

ohslaeles in other departnwnis of 1 s i e> ostensibly 

workins of the gold standard to ' 'g “ J 

devoted itself. The ^ „.o freqrtently 

msislenco on the rep.iyment ol 'a pD * ; 
mentioned in this conneetion ^es 
an clemenl m the loreign txi i.moi ' j standard, 

amenable to eontrol by the "-.pen » li t o' ^ 

Whan ver the Bank Rate or the position ol Us goia 
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Germany had to sell marks to pay Reparations and the war 
debtors had to buy dollars to meet the instalments as they 
fell due. These elements in the sup])ly of marks and the 
demand for dollars were fixed, immutable, and impervious 
to all influence by the Central Banks. But in this respect 
Reparations and War Debts do not difler from international 
indebtedness in general. They were not large compared to 
the total of other debts, and it seems likely that they were 
more important as a political than as an economic irritant. 
The whole subject of international debts is left over to the 
next chapter, but it may be remarked here in passing that 
when international indebtedness is large, as it was in the 
post-war era, the task of the gold standard is to that extent 
more difficult of accomplishment. 


Much more important than war debts and reparations 
were the excessive tariffs of nearly every nation. Tariffs are 
not in themselves an impediment to the working of the gold 
standard ; there were tariffs before 1914. But the gold 
standard cannot work unless a country that is showing a 
tendency to lose gold is allowed, by lowering its prices, to 
expand its exports, and thereby to increase the demand for its 
currency. In the post-war epoch such necessary adjustments 
were impeded, often deliberately and always effectively by 
the frequent and excessive imposition of higher tariffs.’ It 
was impossible for a country to achieve a balanced position 
by expanding its exports. The only alternative was for it to 
cut down Its imports, which added to the depression of inter- 
national trade and contributed to the sorry game of com- 
petitive protection. It is impossible to have an international 
financial system alongside a commercial system that is 
fiercely and jealously national. 

The Ihrd reason for the downfall of the post-war gold 
standard was that the Central Banks, torn by their divfded 
yalties and aware of the great technical difficulties failed 
to observe the golden rule. When gold was co^g in to 
the country, they allowed it to pile up in their resenfes and 
dtd not expand credit so as to raise prices. And 1^1^00 d 
was beng exported they let their reserves run down “th„“ 
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initiating a restriction of credit and a fall of prices. British 
commentators have been rather too ready to assume that 
the United States and France were the only sinners in this 
respect. Both were, indeed, to blame, though American 
policy was more correct than is often supposed, for the total 
of bank deposits in the United States (which can safely be 
taken as representative of the total supply of money) increased 
over the period 1920 to 1929 by roi^ghly the same proportion 
as the gold reserve of the country. What could perhaps be 
imputed against America for evil is that the gold reserve 
of the Federal Reserve Banks was throughout this period a 


much higher percentage of their liabilities than was the case 
with other Central Banks.^ The case against France is 
much clearer, for from 1928 onwards she continuously 
absorbed gold without initiating any sufficient credit ex- 
pansion. But Great Britain was far from blameless, for gold 
exports were consistendy disregarded, and the Bank of 
England was more anxious to keep credit as relied as its 
weak technical position allowed than to contract it in order 
to produce a fall of prices. The example of British poUcy, 
indeed, shows that it is somewhat fanciful to talk of prahe 
or blame in this connection. Throughout the whole of the 
period 1925 to 1929 Great Britain was comparatively de- 
pressed, and it was on the face of it unreasonable to ask that 
a further depression should be induced. Amenca was pros- 
perous and indulging in what we now know to have been 
inflation of a somewhat unusual but no less 
Was it reasonable to suggest that she should irffiate stiU 
further? The truth was that too much was being aske 
of the gold standard ; the disequilibria were far greater than 
could be ironed out by smaU changes m interest rates o 

"'t“ome“«pla„ation of a.ese fundamental dj^.e,uilibria 
we shall have to wait until the next chaper. For the moment 
TsSefto pit out that the necessary adjustments were 
‘not mSe “ Ste movemenU of gold, though they could be 
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interrupted, were not arrested. The nations of tlie wnild 
di\ided themselves into two groups, those wiili a chronic 
tendency to lose gold and those with an insatial)le appetite 
foi gold. The reserves of the' former were drained, while the 
latter accumulated far more than their f,ur share. For ;i time 
the reserves of the gold-losing group were saved by the device 
of borrowing from (he g<.lcl-g.nmng group. Great Britain 
borrowed by maintaining high rates of interest in London. 
Germany borrowed until 1909 by means of large long-tci ni 
public issues of securities, particularly in New York and 
London (which was thus passing on to Germany part of its 
own borrowings). After 1929 long-term borrowing came to 
an end, and Germany, too, had recourse to .short-term 
borrowings A wave of fear cs hich sivept the Gontinent 
caused the lenders of these short-term funds to ask for their 
repayment. The borroiving countries could not, of course 
repay in full. Austria in Alay 1931 and Germany in Jui; 
1931 had to restrict the repayment of debts to foreigners 
Great Britain s creditors withdrew their loans in gold until 
m September 1931 the approaching exhaustion of the gold 

^ Government to 

suyend the gold standard. The crisis of 1031 was 

^he causes 

of the great depression that started in 1929. More will be 

7‘ point ™,!! bS 

deptdo" Th TantTf 

bro^usht on thP H fundamental disequilibria both 

g on the depression and shattered the gold standard. 


LIABLE 


^auhaNGES 


years later a large part offhe """Ih r 

and fluctuating curfendes Whe i a? ““"'"'iWe 

there was much shaking ofTead Ban'! | 

countries of ConUnental Europe wl.4 hid ^^03 Z 
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nost-war innalicm, and many prophecies tliat Great Britain 
had started down the primrose path that leads to ever-rising 
prices and die demoralization of all economic activity These 
rropl cries were proved untrne. The general level of pr. es 
„ G eat Britain was remarkably steady for some years after 
, -stable in comparison with both the previous behavtour 
of British prices and the continued fall in the gold countrie . 
There ts some excuse for the fears of die timid, for though 
wild inflation (which is a matter of the domestic go 
rimcl) and exchange insmbility (which is a matter o^fc 
international gold standard) arc logically distinct, there 
‘ o before .93. very few cases of the one 'v.Ppemng - hom 
the other. But the favourable experience ol Great B" am 

"”^’'' 7 "‘a“grert' chToF'pmctiS support for 
rel«rtib;rr:^.Kiel mdeed the depreciation rfte 

llhr in can be ascribed, at least in part to the desire 
m shire tl fbenefits of inconvertibility. Those benefits were 
“ appearance a. least, very striking, for ™ry couiin h 

-speeded the ^Vlletl m“e st^^orrerel Bom 

Sn.irrieavphegold«^^^^^ 

Sn^Mot’ ’wSr illluded ncar^ d-irole of die British 

Empire, the ™ ‘k' 

two countries in South America. relatively to 
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come from the fluctuations of tlie exchange rates so much as 
from the escape from overvaluation. 

Tliere is also to be considered the effect of exchange 
instability on those countries that remained on the gold 
standard. The continued depression in the gold standard 
countries was at least partly the result of the depreciation of 
other currencies. For when a country’s currency falls in 
value, its expoiters receive a bounty on their sales in coun- 
tries whose currencies have not fallen. If the pound fills 
from 120 francs to 8o francs, an English exporter, making an 
article that costs him £i and that he formerly sold for 120 
francs, can as a lesult of the fall in the pound reduce his price 
to too francs and still make an extra 5s profit. The exportimr 
industries of France and those of her industries that compete 
with British goods are correspondingly handicapped. They 
lose trade or cut their prices, or both ; in any event French 
prices fall and French unemployment rises. This aro-ument 
can be carried far too far ; it can easily be shown that only 
a part of the continuing depression in the gold countries, and 
an even smaller part of the recovery in the non-gold countries, 
could be directly ascribed to changes in the relative com- 
petitive strength of the exporting industries of the two 
groups. Nevertheless a state of affairs tending, in however 
small a degree, to intensify depression in any part of the 
world IS not one that could be conscientiously recommended 
as a permanent institution. 


Moreover, it must not be thought that the gold countries 
suffered in inaction the destruction of their trade by what 
they called exchange dumping.’ They replied by in- 
creased tariffi possibly discriminating against goods coming 
trom non-gold countries, and by restrictive quotas. The 
non-gold countries, believing themselves undeserving of 
punitive discrimination, retaliated in kind. Thus the 
restrictions to trade piled up. Nor was this entirely a 
arid existence of two groups of countries, one on 

of whffl° standard. Between two countries, each 

of which has an inconvertible and fluctuating currency 
movement of fte exchange rate are htely a. aly “ lem 
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to upset the competitive balance of exporting industries, to 

lend .0 a flood of imporB from one to the other, and to erms 

of distress from the industries thus suddenly deprived of he r 

protection. The events of 1931-4 'vould seem to leave litt 

Lm for doubt that instability of exchange rates, when it is 

combined with severe depression, serves to ^ *■ 

than to relieve the pressure to restnd 

Nevertheless this conclusion must be related to th 

c tViP tiinp If the movements of rates 01 
circumstances of the time, n me luyv 

exchange could have been kept within reasonable lim ts, 
if they had not diverged far from the equilibrium rates, the 

Itbanco .0 inrerna.ional .rade wo- 

smaller. No conn.ry can legi.imately feel >“ 11 ^ 
the fact that iB neighbonr^ currency rs { 

bv any undervaluation thereby produced. There were a 
'Lbir of instances in these years -f o°un.- ^ 
hberately inducing an undervaluation of their currency 
nher to enioy the trade benefits it brings m its tram. These 

efforts naturally provoked “^^^"‘“‘‘teTpmar^ 

few countries succeeded m gaming more than a tempo y 

““The piriod of fluctuating «o>'anges began wi* the M 
of the pound in J„un™^ 

SreTS“;bysaym^^^^^^ 

TttgTuTkeB 

sTrairt^TrSinfliionfl.^^^^^^^^^^ 

only “»n for nommimnjj^r^ 

WheMhercta, the French franc was >“ 8 * ^^tT 
in September .936 it* M the 

of Jso.calledTripar«te “one.aiy Agreemen^ 

lifnlSw^tlTiopJsubsequendy adhered. Tins 
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Agreement was a somewhat nebulous document, but its 
main points were that the three countries would co-operate 
to prevent excessive fluctuations, that they would consult 
one another before permitting any major change in their 
currencies relative values, and that they would not, in any 
case, countenance any competitive depreciation or excessive 
undervaluation. The Agreement was not a step back in the 
direction of permanent stability ; on the contrary, it was 
used to secure several changes of exchange rates. But it was 
an assurance that there would be substantial day-to-day 
stability of the exchange rates, that large changes would be 
done by agreement and that no country would be prejudiced 
by another’s currency policy. 


BRETTON WOODS 

The Tripartite Monetary Agreement lasted until the 
outbreak of war in September 1939. Even then it was not 
formally brought to an end ; but both Britain and France 
quickly imposed far-reaching systems of exchange restriction 
and the exchange rate between the pound sterling and the 
dollar was moved from the neighbourhood of $4.80 to $4 03 
Ihe currency arrangements that existed during the war 

onhe T? contradict any of the provisions 

of the Tripartite Agreement, were certainly very different 

froin those that the Agreement had envisaged. 

During the war, and especially in its latter years a great 

bta es and m Canada to the international currency system 
that would exist after the war. There was pretty eeS 

slS'ld’?' ''“l"“‘«i- In Ae first plIJ there 

should be a mechanism by which countries couW al er the 

change yalue of their currencies, not arbitrari y bu 
by agreement, when it had become clear that th 10^1 
ate diyerged from the equilibrium rate. b‘ in * 
interyals between such deliberate acts of revaluatio^ h 
moneta^ authorities of each country ho^ « “that a 
reasonable stability of exchange rates^was prL 'ed! L 
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i, ,,as abo agreed rhat, as soon as and as far as 
should achieve this stability without the use of exchange 
rcsii-iction-exccpt, perhaps, for restriction of capital move- 
ments That meant that the major permanent weapon 
relied' upon for maintaining stability should be what was 
defined in chapter viii as Intervention-that is, that the 
authorities should correct any disequilibrium between th 
market supplv of and demand for the currency, not by cuttin^ 

Tff somrrf .he s..pply from access .0 |hc -arke. but by 

adding .0 the demand, no. by “‘“S , 
of .lie market but by adding to it n , 

cspl.uncd in chapter viii, they tvoitld n«d to 

offorcivn currencies to draw upon. Basical y, Vp, of 

he war years were concerned with how « - ^ ^ ° 
foreign eurrencies, needed for the purposes of stabdizm, 
Tntprvf'utioii should be made available. 

’"'t;: rusk™ was initiated by a seheme PuOorward “ 

discussion by the British 

Skted r bnt'h sokkri iUnstrates the theoretical principles 

of , , • . , elToct this ‘ by allowing to 

of credits and dc s. International Clearing 

each member btatc o p ' , immint Thus each 

interval of tunc within mIiicIi to cllcu 
economic relations with the lest | is that there 

The problem to be solved, ^ ^ f ,,eess of 

may be, in the exiliangc of exchange 

the supply ol a curroney ‘ currency 

Unit it is dc'siredloslididr/.eovei the demand le^ 

eoniing forward at the y,.pins or a deficiency 

another way, there may be eUl^ l^^um^tities of 

contusion. The 
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problem is what to do with these surplus or dfllcit balances. 
Now within the world as a whole the total of all the sui pluses 
must equal the total of all the deficits — this mini Ije so since 
every transaction is an exchange of one curreni y for another. 
Even within a group of nations less than the whole world, the 
total of the surpluses of members in their transactions with 
other members of the group must equal the total of deficits mih 
other members of the group. The essence of the Keynes Plan 
consisted in two points, hirst, it was proposed that these 
balances should be cleared between the Member Nations in 
exactly the same way that balances are cleared between the 
Member Baiaks inside a country— that is, by working out 
what each member owes, or has owed to it. on bal.ince and bv 
the debtors drawing cheques on a central institution in favour 
of the creditors. This central institution would then be a 
Central Bank of Central Banks, or a bankers’ bankers’ bank. 

But in vvhat currency should these clearing cheques be 
drawn ? They could hardly be in dollars or in gold, since 
the debtors might have none of cither to suppha 'I his was 
the second point of the Keynes Plan. The Centr.il Institu- 
tion, or International Clearing Union, should have a currency 
of Its own, and the clearing cheques should be expressed in 
this currency for which the name ‘bancor’ was suggested. 
Bancor would have no other existence than in the books of 
he Clearing Union ; it would come into e.xistcnce solely 
through the creation by the Clearing Union of overdrafts 
for those nations which wanted to draw clearing cheques, ^ 

accounts of?) P^'^yments to the deposit 

accounts of the countries with surplus balances. The value 

oLre “7 as so and so many 

nces of gold ; but it was not contemplated that this 
relaDonship should necessarily be permanent 

VVhJn ^y^tem was complete 

When a private individual has a deficit in his private 

ccounts, he goes to the bank and arranges for an o\?rdraft 

paying inTldT Rancor by 

the ililed e;po;^^tiiny:rrgivr «a.a,]y ailcci; 


327 



GOLD STANDARD 


—that is, the bank ‘ creates ’ some money for him, and the 
cheques he draws on the money thus ‘ created ’ reappear as 
deposits standing to the credit of his creditors, What the 
Keynes Plan proposed was exactly similar. When a nation 
found itself with a deficit to meet, bancor would be ‘ created ’ 
for it, and the creditors undertook to accept it in settlement 
(that is, to ])ro\ide their own currency in exchange for it). 
The chief difference from an ordinary bank was that the 
International Clearing Union would never have to pay off 
anv of its deposits in ‘ cash ’ ; they could be used only for 
meeting international clearing balances. But, by definition, 
the debits and credits of the Union must at all times be 
exactly equal. 

It was not, however, contemplated that nations with 
deficits could go on increasing their overdrafts indefinitely. 
To begin with, the debtors of the I.C.U. should pay a charge 
of I per cent per annum on the amount of their overdrafts, 
and the creditors—that is, the depositors— of the I.C.U. 
should pay the same charge on the amount of their deposits. 
The point of this unorthodox proposal was to emphasize 
the view that the so-called ‘ creditor ’ nation may be just as 
responsible as the ‘ debtore ’ tor the disequilibrium in the 
exchanges— that is, that it is just as possible for a currency 
to be undervalued as for it to be overvalued— and that both 
should therefore be under the same pressure to put matters 
right. Beyond this, however, each nation’s overdraft was to 
be limited in total amount. It was proposed that each 
country should have assigned to it a quota equal to 75 per 
cent of the sum of the country’s imports and exports on the 
average, of the three pre-war years. A country could not 
draw out more than a quarter of its quota in any one ycai,* 
and if its overdraft reached one-half of its quota, the I.C.U. 
could require it either to devalue its currency, or to impose 
exchange control on capital transactions (if not already in 

' For comivirismi witti ilic (igurfs fvcntually agreed for the laternation.al 
Moneury I'timl, it should be mentioned that this means one-qnartcr of 75 per 
rent of the sum of a countrv's exporLs and imports in the average pre-tv.'tr yeai. 
It rvonld therefore amount 'for Great Hritain to someUiing of the order ol ^300 
railliou. 
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force). And if the country’s overdraft increased still further 
it could be called upon ‘ to take measures to improve its 
position, and, in the event of its failing to reduce its debit 
balance accordingly within two years, the Governing Body 
may declare that it is in default and no longer entitled to 
draw against its account.’ Similarly, if a country’s credit 
balance exceeded half of its quota it ‘ shall discuss with the 
Governing Body (but shall retain the ultimate decision in 
Its own hands) what measures would be appropriate,’ 
including a domestic expansion of credit, an upward re- 
valuation of its currency, the reduction of tariffs or the 
granting of long-term loans to other countries. 

The two governing principles of the Keynes Plan were 
thus that the problem of settling outstanding balances should 
be solved by creating’ additional ‘international money,’ 
and that debtor ’ and ‘ creditor ’ should be treated almost 
alike as disturbers of equilibrium. It was these two principles 
that failed to find favour in the United States. It ^vas already 
apparent that m tlie post-war world, the United States was 
going to be the great creditor and Great Britain the great 

accem’th? naturally reluctant to 

accept the principle of equality of treatment so novel in 

?r?dv’"f 5"l"t^onships. Moreover, creditors are 

^debtor! 'he necessities 

of debtors by creating new supplies of money. They are apt 

0 ask who provides the real wealth that the debtors^can bu^y 

CO rec U) that : ^however in' 

correctly) that the answer is that the creditors do. Lord 

Keynes could argue that 

senseofcountrieswhhf^sur°p'ius^Mdadefi^a™°T"'^ 

Chapter xi will point out that this is not the best" payments, 

warning, it will serve for the present. " ^ 
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Tust as the development of national banking systems served to 
Et a Mationart pressure which would have prevented other- 
wise the development of modern industry, so by extending 
ame orindn e into the international field we may hope to offset 
thrcomracTiEt pressure which might othemise overwhelm n 
sociil disorder andhisappointment the good hopes of our m^ode 

Eu The substitution of a credit mechanmn in place 

ntilrl Invp reneated in the international field the sam 
Eade "rE pc& - the domestic field, of turning a 

Stone into bread. 

But his arguments did not carry conviction in Washington 
It is the belief of the present author that Lord Keynes 
right, and that the world will bitterly regret the fact that his 

“Z'ThV; wcrc'Etholly rejected, and their influence 
can be seen in the plan that was finally adopted, after the 
United States and Canadian Governments had put forvvard 
aUemlivc proposals, by an international conference whmh 
met It Bretton Woods, New Hampshire, m July 1944- 
C nfcr cc resulted in the creation of two -sthutions he 

out of their own resources. Some 

"“d with't i':»„amli MtlEo' Fund. 

“■'rlrpurposeof,..c..Mr 

, heir is no' ereatioir ' of 

5 .., yyo n.llUon for the Um. d » ,„d 

l« llu- I'uW “ igl cci a quota of $..a«o 

Panama. (Ihc LJ.S.S.R. was i 

million, but has not ^ 

„,„ik.) All ealculalions arc " «^En of the Fund, 

international unit ul acuumt. 1 

CVC.7 country paid in us quota, part ol U go , 
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greater part in its own currency. Thus the Fund came into 
popession of a substantial stock of pounds, dollars, francs, 
guilders, etc., etc.- that is, it had sums in these currencies 
standing to its credit in the Central Banks of the different 
countries.! These are the funds that arc made available 
to countries needing them. But it is important to obscr\e 
that the Fund does not lend any of its resources. When a 
country finds itself in need of foreign currencies to balance 
Its accounts, it goes to the Fund and buys the currencies it 
wants, giving the Fund more of its own currency (that is 
additional to the sums already paid in) in exchange. The 
transactmn between the Fund and the country making the 
application is thus an exchange of one currency for another. 
At first sight. It might seem to make an equal addition to the 
demand and supply m the market, and thus not to correct 
the tequ.l,brmm ,Aich is ,he cause of the application. 
But this IS not so. Suppose that Britain, needing dollars 

The'Ll ’™ ^i7 Pottit in e.xchangei 

The dol ars ml be used ,n the exchange market. creati7 

M equality of demand and supply there, while the pounds 

a. IratrEti::”” 

Nevertheless, in spite of the fact that there is no loan 
charges are imposed on the country that makes use of thf 

to the amounts involved (relative to the quota) and to the 
length of time. Moreover, these •interl, ' (harts m 
payable in gold. There is, in short, a deliberate and ntt 

me kund may impose quite penal rates of interest Tn fE ’ 
converse case, when the Fund’s hnl,^- r ^ 

^ h on it out only for consultations between the Fund 

at any Government of the country, subject to call 
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^nd the coimtr>’ in question. If no action is taken to correct 
the situation, the Fund can make a formal declaration that 
the ctirrcncv in question is scarce. Certain consequences to 
be mentioned shorth', follow from such a declaration. But it 
is clear that the pressure that the Fund can exercise on the 
‘ creditor ’ is much weaker than on the debtor , broa y 
speakinq. it is the latter who is looked to for the greater part 
;i- the dl'ort to put matters right. Thus the Bretton VVoods 
scheme dillers from one of Lord Keynes’s principles There 
is an equally sharp departure from his other 
in the interests of ‘ expansionism; 
should be met bv the creation of additional money. 
;l;:teUon NVoods scheme, not only is the foreign currency 
provided bv the Fund not ‘ created ’ for the purpose, being 
drawn fioni a stock originally paid in (though it is true tha 
its'traiKl'cr from lire Fund's account to that of a country tha 
, r" 0 use 1. mcarrs that an idle deposit becomes acme) 
r' tire ' borroreine ' country is required to provrdc sorne of 

1 cull Iter il The Bretton Woods scheme 

its own ctirrcncv as collateral, ins ca _ _ ^ 

deliberately sets its face against expansionism 

The Bretton Woods scheme contains provisions b> wtuen 
cuum-effa'n change the eacbange values of 
A. the incept, or, "I'^l as 

:*:lr::4r.::of.heuniteds.a^ 

can be summari/.ed as follovts . 

( , ) A member shall no. propose a charrge except ' to emmet 
' fundamental disequilibmm,. and tt shall act onl, 
consultation with the I'und. 

h) 'I'he Ftmd Kill '>ot object to changes not crtccedmg P 
cent of the initial par value. 
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(3) If a change is proposed exceeding 10 per cent but nol 
exceeding 20 per cent of the initial par value, the Fund 

may agree or object, but must declare its altitude within 
72 hours. 

(4) If the proposed change is larger than 20 per cent the 
Fund may concur or object without limit of lime. 

(5) The Fund must agree ‘ if it is satisfied that the change is 
necessary to correct a fundamental disequilibrium.’ And 
It is further laid down that in deciding what is a funda- 
mental disequilibrium, the Fund may not take objection 
0 the domestic and social or political policies of the 

member proposing the change ’-that is, it may not say 
a wages have been raised too quickly and ought to be 

reduced as an alternative to the devaluation of the 
currency. 

It will be seen that these provisions allow a fair degree of 
Finally, the Agreement contains a number of provisions 
territories any exchanges between its currenev anH 

per cent. Ihis will prevent the Na?! tr.Vh u ■ 
several different rates of exchange for different sorts of r’'"® 
acuon. In addition, ntentbers agree Z aff r le e d"?’' 

iZuZ a ZSr •“ "’i'- If Ae Fund 

declaration that it is scarce theT’rt'* “ f“™al 

restrictions against transacdons w.th'ZZrncr^irr' 
words, tf the United States persistentl/iiZIZrpjns m 

333 



GOLD STANDARD 


it-? dealings and dollars are declared to be scarce, then it is 
open to the British Government to say that, while British 
residents may freely offer pounds in exchange for, say, 
French francs or Argentine pesos in payment of current 
transactions, they may not offer pounds in exchange for 
dollars. This would of course be a sharp discrimination 
against American trade, and to that extent it puts pressure 
oil the ‘ creditor ’ to balance his accounts more closely. 
There is no prohibition in the Agreement on restrictions on 
capital transactions ; indeed tlic Fund may request a member 
to impose them if it thinks the member's currency to be 


weak. 

The International Monetary Fund is thus an ingenious 
attempt to meet the requirements for an international cur- 
rency system that were sketched earlier in this chapter. It 
makes it possible for eountries to practise ‘ stabilizing Inter- 
vention ’ without committing them to absolute rigidity of the 
exchange values of their currencies at all times. It recognizes 
the necessity for some forms of exchange restriction, while 
providing a mechanism by which the legitimate forms can 
be distinguished from the abuses. The Fund opened for 
business only a few months before these words are written, 
and there has therefore been little opportunity for forming 
judgments about how it will work in practice. It is not, 
however, too early to express two doubts. One has already 
been inferred : this is the doubt whether it is right or 
practicable to lay practically the whole burden of correcting 
any disequilibria that may arise on those countries which 
find themselves on the deficit side of the disequilibrium. 
The other doubt relates to the size of the transactions m 
which tlie Fund can engage. A member country may not 
obtain foreign currencies from the Fund at a rate in excess o 
sr. per cent'of its quota per annum. This would permit tlie 
United Kingdom to obtain about £ 8 i million worth o 
lorcign currencies in any one year ; the payments made by 
the United Kingdom on current account in 194b amounted 
to million. Moreover, the progressive scale ot 

chaitcs deters a country from using tlie tacilities of the Fun 
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Chapter X 

INTERNATIONAL EQ^UILIBRTUM 


the pro 


B L E M OF BALANCE 


The conclusion of tlie last chapter was that the inter- 
national monetary system set up by the Bretton oo s 
Agreements cannot be expected to work unless the world to 
whicrit is to be applied is one in which the demand or and 
the supplv of each of the world’s currencies are fairly close 
tLIliiv with each other, so that it is only sntall and 
temporary excesses of the one or the other *^^10 ^ 
nrovdded for. This conclusion is not peculiar to the Brett 
Cds system ; it could equally be said of any mternadon^ 
monetary system. If the excesses to “y'od “ y 
laree and loni;-continuing, then no method of settlement 
will work If the balances are settled in some 'neutml 

:«e!rsnppieronTffer:fr‘ debtors' ^ currency, dten 
Tathfs:t!;et:f lhr:orld - 1 faced with the barren 

The present position of the world is that 01 nav b 
the only international N™ther ’ Indeed, 

standard, and of not knowing where to find another. 



PROBLEM OF BALANCE 

because the gold standard was too rigid and subordinated the 
domestic policies of the nations too brutally to the require- 
ments of the international standard, there is quite a deorce 
of reluctance in many quarters to contemplate the re^n- 
struction of any international system, save perhaps of one so 
elastic that it would hardly have any substance at all. There 
are in most countries, two schools of thought. One school 
finds the solution of the economic troubles of the world in a 
large, diversified and untrammelled volume of international 
ti^de, permitting cach_ nation to supply the shortcomings 
of the others and allowing the greater stability of the whole 
world to restrain the instabilities of each national economy. 
This school naturally puts its faith in stability of the exchami 
and in re^rning as closely as possible to the gold standard 
(Ihe onginal American proposal in the discussions that led 
up to the Bretton Woods Agreement would not have per- 

except u ith the concurrence of 8o per cent of the votes of the 
govermng body of .he i„,en..o,ional im.i..„io„, 
impossible condition). Instability of prices within each 
conn ry is recognized by this school of thought as an evil 
but die way to remedy it is by international action and 2t 
by juggling the values of currencies. The opposing schoo 
0 thought denies that participation in an eclmic sy en 

greater s.ab'S" 

economic troubles comrfrom^ouJsidr an^^ f 

people 

trover:; t.'n.LTo 7^ 

^ebard.o/ndany7t„.trfe;“;r^^^^^^^^^^ 

33 7 



INTERNATIONAL EQUILIBRIUM 

trade of a country and the welfare of its domestic industries 
are necessarily antagonistic. England s wealth has been 
founded upon her trade, and even those of her industries that 
have no direct connection ivilh foreign trade could not have 
grown to their present size had the countiy not laid itself 
out to be the workshop of the world. Similarly, foreign trade 
cannot fiourish without a prosperous population to purchase 
the imports and a thriving, diversified industry' to supply 
the exports. Particular industries may, of course, feel them- 
selves aggrieved by the competition of imports, but in the eye 
of history— and of elementary reason— foreign trade and 
domestic industry arc not antagonists but partners. 

An analogy may make the matter clearer. We have 
already, in the course of this book, several times come across 
the fact that agriculture and industry react in very different 
ways to the onset of depression. When the demand for his 
products falls, the farmer lowers his price but docs not usually 
restrict his production ; the manufacturer may reduce his 
prices to some extent, but in the main he keeps prices fairly 
steady and cuts down his volume of production. The farmei 
sells all he produces, but at unrcmuncrative prices. The 
manufacturer sets prices which, if his volume ol sales were 
sufficient, would be remunerative, but he cannot find anyone 
to buy more than a fraction of his capacity to produce. 
When a situation of this sort has developed, the interests of 
the two sections appear to be directly antagonistic t^o each 
other. The farmer calls for higher prices, even at the cost, 
if need be, of some restriction of production. The mdustrialist 
wants a higher volume of demand at the prevailing level of 


But it docs not take an economist to sec that in the long 
run the prosperity of each class depends upon the prosperity 
of the other. As the farmer recovers prosperity, the m^anu- 
facturer may not gain much in price, but he will benefit y 
being able to seU a larger volume ; and as the manufactuier 
recovers his prosperity, the farmer may not sell a much larg 
quantity, but he will get a higher price for it. 

The analogy can easily be applied to the case of f g 
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trade versus domestic industry. When each is flourisliing, 
each will supplement the prosperity of the other, and v\ hat 
benefits one will in the end benefit the other. But wdien both 
are in the doldrums, each will reinforce the misfortunes of 


the other. If domestic industiy is depressed, the lack of 
money available for spending on imports and the demand for 
protection of markets will ujrset the balance of the foreign 
exchanges, shatter the gold standard and reduce inter- 
national trade. And if international trade is brought to a 
standstill, the poverty of those who live by it will react upon 
the domestic industries of the countries where they reside. 
Excessive instability of the exchanges will make any internal 
stability impossible of achievement ; and excessive inflation 
or deflation within the borders of the nations will effectively 
pi event any exchange stability being maintained between 
them. It is more than a coincidence that the periods of 
greatest exchange stability have been the periods of greatest 
internal stability as well as of greatest international trade ; or 
that the gold standard proved unable to survive either 

the great inflation of the war years or the great deflation that 
started in 1929. 


The aims of the ideal policy should therefore be to attain 
the greatest possible degree of balance both internally and 
externally. It should be noted at the outset, however, that 
the condition of balance is not easy to define, certainly not 
within the bounds of a rigid formula. We discussed the 
problem of balance in its internal aspects in chapters v and vi 
and we found that it could not be defined as the absolute 
stability of any particular price or group of prices, although 
as a useful first approximation it could safely be assumed that 
balance would involve very much more stability of prices 
than the world has recently experienced. Similarly, balance 
in the external sphere does not necessarily connote the 
absolute fixity of any ratio between different national 

sTabZ’of --h more 

Tn ^ast few years 

In this chapter we shall inquire more closely into the nature 
of international equilibrium 

(842) 
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The analogy of the relations existing between farmer and 
manufacturer was deliberately chosen to illuminate the 
nature of the financial relations between nations. The 
countries of the world group themselves quite naturally 
under the two headings of ‘ primary producers and in- 
dustrial nations.’ No nation, of course, exports raw materials 
exclusively, just as no nation exports manufactures exclu- 
sively ; but in the great majority of cases one class or the 
other preponderates. In New Zealand and Chile, for 
example, exports of foodstuffs and raw materials m 1929 
(one of the most prosperous years of the inter-war periods) 
accounted for 96-4 per cent and 95-8 per cent respectively 
of the total value of exports, while of the exports of t e 
United Kingdom and Belgium 69 per cent and 59-3 per cent 
were of the category of ‘ wholly or mainly manufactured 
Moreover, the analogy goes further. For Predominant y 
agricultural countries react to depression in very m^cMh 
same way as the individual farmer ; that is, the prices of 
goods they sell to foreign countries fall very drastically, w 1 
L volume (i.e. weight) of their exports is fairly well mam 
tained. The industrial countries, on the offer han , ave 
the contrary experience. The prices of their exports do 
indeed, fall, but to a smaller extent than those of primary 
commodifies, while the volume f^^s off consid^ I 
the agricultural countries the population continues to 
fairlv well employed, but for a ruinous return ; while m the 
[IS couLL ;age-ra.cs are comparadvely well mam- 

tained, but unemployment is rife. another most 

The two classes of country also differ 
teen leaders of capital and receivers of toterest. Tins nas 

. For .sample, beiwccn ipap and Wt' foTe””'- *' 
cent, but their volume by 37 per cent. 
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not an absolute rule, but it was fairly well borne out by the 
facts— at least until the war of 1939-45 ^pset the existing 
financial relations between the nations. 

Once more, therefore, we are brought up against the 
problems of capital-creation, and we shall find them almost 
as important to an understanding of monetary principles in 
the international as in the domestic sphere. But before 
carrying the argument any further it will be of advantage to 
examine more closely exactly what is meant by lending and 
borrowing on the part of a nation. 


THE BALANCE OF PAYMENTS 

The first point that was emphasized in describing the 
workings of the foreign exchange market in chapter vii was 
that every transaction in that market necessarily has two 
sides to It. If pounds are exchanged for some foreign 
currency, then in the same transacdon some foreign 
currency is exchanged for pounds. It follows that if we 
make a list of all the various elements entering into the 
total sales of pounds in the foreign exchange market and 
another list of all the various items contributing to the 
purchases of pounds in the foreign exchange market, the 
two lists must of necessity add up to the same number of 
pounds. This is axiomatic, for pounds cannot be sold with- 
out being bought. When the gold standard is in force 
sorn^E payments are made, without going into the foreign 
exchange market, by the export of gold. But if we enter in 
one list the ainount of the payments made in this way and 
m the other the value of the gold exported or imported 
to make them, the total of the two lists will still be equal 
These lists when completed, will constitute a ledger, as ii 
were of all the payments made, for whatever purpose, by 

aT y"" Kingdom to people in other countries, 

and of aU_ the payments made, for whatever purpose 

IS " 

Such a ledger is called a Balance of Payments. The most 
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vital point to bear in mind in relation to the Balance of 
Payments is that it exactly balances. This is more than 
usually vital, because the word ‘ balance is ambiguous. 
The Balance of Payments is frequently confused with the 
Balance of Trade, which is a list of the values of goods 
imported and exported. Now the Balance of Trade does 
not balance, except by accident, and for every country there 
is a net excess of imports or exports. One is constantly 
reading of an ‘ adverse balance of trade ’ (i.e. a net excess of 
imports) or of a ‘ favourable balance of trade (i.e. a net 
excess of exports). It is therefore important to bear m inmd 
the fact that the word ‘ balance ’ can mean two things ; first, 
a net excess ; and secondly, equivalence. In the phrase, 
‘ Balance of Payments,’ it should always have the latter 


meaning. 

The Balance of Trade is, in fact, the most important item 
in the Balance of Payments ; for in setting out to make a list 
of all payments made or received, payment for goods bough 
or sold is obviously the first entry. We thus enter paymen 
made for goods bought on the debit side and payment 
received for goods sold on the credit side. In pracUce it is 
more convenient merely to enter the net excess of one or the 


One more confusion results from the fact that the Balance 
of Trade usually only includes those tangible goods t lat can 
be seen, weighed and counted. It is, in a very real sense a 
Balance of Visible Trade. But nations can earn or spend th 
resources just as well by rendering or paying 
by selling or buying goods. Thus when an American cit zen 
pays £50 to be transported across the AtlanPc in a B 
linir and spends a further £50 in hotel ■ 

penses after he arrives in England, the demand for pounds m 
exchange for dollars has increased by £100 precis y 
ame way as if he had stayed at home and bougM £100 

worth of English goods. The second “ ^'1““. 
Qpmientlv must be the Balance of Invisible drade. 
eludes payment for all such things as shipping freig , 
insurance premiums, tourists’ expenditures, roya 
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cinema films, and so fortli. It is also convenient to include 
under this headint^ any gifts made by citizens of one country 
to citizens of another. In the case of the United States this 
item is of considerable importance, for there are in America 
large numbers of recent immigrants who in normal times 
send home a substantial part of their income. In addition, 
Americans have in the past been very generous \sith their 
contributions to missionary work and other charltirs in other 
countries. Since payments of this sort, made \oluntarily 
without any return, are included in this item, we must also, 
for the sake of logic, include pa)'ments made involuntnrUv 
without the prospect of any return, such as War Indemnities 
and Reparations. These in\-isiblc items arc of course much 
harder to record than their visible counterparts, for they 
do not, on crossing a frontier, pile themselves up on ware- 
house floors for enumeration and valuation by customs 
inspectors. This is probably the only reason why they 
are counted separately in most Balances of Payments, for 
their economic effects are precisely the same as those of 
visible trade. 

The third item in the Balance of Payments is that of 
iiiterest receipts or payments, simple to comprehend but 
difficult to estimate. It should include every payment in 
respect of dividends or interest which crosses a national 
frontier. ^ It includes, of course, payments made by, or to, 
private citizens as well as governments.^ 

These three items constitute what is called the income 


of fh/n payments are treated as part 

the Balance of Invisible Trade. If a country receives, sav, £ioo million a 
0*^ ‘"'"est from Its foreign debtors, it is said to have an invisible export to 
ir.Tr. practice seems to the present autlior to be misleading and 

correct. It is t™e that the expon of services (e.g. provision ofshipping services 
foreigners) and the receipt of interest are alike in that they arc budi credit 

ndeed, they differ in one most important respect. Invisible exports rc.iuirc 
sorne current effort on the part of the exporting nation-the sliip*^^ have t be 

rJn, f ^ '°"«rncd, they are a net addition to the 

or payments of interest are treated as Uvo diderent things. But those who coL 

.»0 « “ “■“>■ >>*“ «'i. d., 
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account of the Balance of Payments.^ They should include 
every sum received by the country from abroad which it can 
rcuard as income, that is, the receipt of which neither in- 
creases its indebtedness nor diminishes its capital ; and thpy 
should similarly include every sum paid by it which neiAer 
increases its capital nor diminishes its indebtedness. These 
three items-thc Balance of Visible Trade, the Balance of 
Invisible Trade and Interest Receipts or Payments 
(which niav, of course, be sub-divided almost adinjimlum) 
do not constitute the whole Balance of Payments, for 
many payments are made which do not faU within e 
TefuLon of mcon,e. The debit and cred.t stdes of th 

income account need not. therefore, be , 

example will make the matter clearer. In 1928 the United 
Kingdom purchased from abroad goods to the value of 
£,53,000.000 more than the value of its exports.* Thus th 
ilance of Visible Trade resulted in a net payment of that 
amount by the United Kingdom to foreigners (a net out- 
payment).’^ The Balance of Invisible Trade, however, wa 
Ltimatcd to result in a net in-payment of £225,000,000. O 
the score of interest, receipts were 

ments by £250,000,000. The income account of the balance 
of payments of the United Kingdom for 
therefore be set out as follows, using a plus sign “ 

in-payment and a minus sign to denote an out-payment . 


Net Balance of Visible Trade 
Net Balance of Invisible Trade 
Interest (net) 


- £ 353 , 000,000 
-t- £ 225 , 000,000 
4- £ 250 , 000,000 


Net Total of Income Account . +£ 122 , 000 , 001_ 

« All the figures in the present chapter ( Financial Section 

are taken from the series of Payments,” or from the officia^ 

..d dtr Cuited sun. I..p.r«n». -I 


Commerce. 
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through confusion of terms. The iiuomc accouni of ihr 
balance of payments is not the same thing as the Xalioiia) 
Income. The Xatioual Income is the sum total ol the 
monetary values ol all the goods produced and services 
rendered by the individuals compoo’ng the nalion, whether 
or not the goods or services, or the payments for them, cross 
the frontier. The income account of the balance of pay- 
ments is a record of those transactions of the nation's citizens 
with other nations’ citizens hich do not iiuolvc either the 
creation or the redemption of debt by either party to the 
transaction. In the same way, the net total of the income 
account must not be confused with the Saving of the nation 
as defined m chapter v, which is the amount by which the 
incomes of all the individual citizens of the nation e.xcecd 
their expenditure on current goods. It will be as well, then 
if we avoid all use of the word ‘ Saving ’ in the present 
connection. For the somewhat cumbrous phrase ‘ net total 
of the income account of the balance of payments ’ we will 
substitute the words ‘ External Surplus.’ 

There are obvious analogies between the External Surplus 
an aving. If we regard each nation as a unit and disregard 
a 1 transacuons that concern its citizens alone, the External 

ations. The Saving of an individual is the difference 
between, on the one hand, the income he gets by making 
goods or providing services or receiving interest or gifts and 
on the other hand, his expenditure on the current goods 
made by others or on their services or on paying interes^t etc 
in this sentence nations arc substituted for individuals we 
have an almost exact definition of the External Surplus 
Moreover, the analog)' goes further. W'hcn an individual 
has saved a certain sum, he can do one of three thin-s • he 
can either hoard his Saving in money, or he can lend it I 

thfloatV^ f 

matter ve,y much which of tl.c three courses he pursues 
will, It ts true, receive interest on his loan , or an income 
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of some sort, cither of money or of direct benefit, from his 
Investment ; while hoarding money will bring him in 
nothing. But by any one of the three ways he retains his 
capital : the first two give him a clam on goods m the 
future, the third gives him direct ownership of something of 
durable value. But, as we saw in chapter v, it does matter 
most viially to the community which of the three courses 
he takes, and the condition of economic equilibrium is Aat 
for every unit of Saving there shaU be a corresponding unit of 

Investment, neither more nor less. 

Now when a country has accumulated an External 
Surplus,’ it too has certain alternative courses open to it. 

It can hoard the Surplus in gold, which will yield it no 
income, but is a claim on the products of other countries 
in the future. Or it can lend the Surplus to some odier 
nation or nations. From the point of view of each mdividua 
nation it is not of vital importance whether the Surplus is 
hoarded in gold or lent. In either case it retains its capita 
assets But the analogy wuh the argument of chapter v 
would lead us to suspect that it is of importance to the 
whole ivorld that each nation’s External Surplus should 
not merelv be lent and not hoarded, but that it should b 
lent in such a way that something analogous to Investmen 

^^ 'Tvhat, in the international sphere, would be 
to Investment in the domestic ? Investment defined as 
the expenditure of money in such a way as would increase 
the total supply of goods and services available for dis 
tnbution in future years. If capital has been borrowed to 
finance the Investment, the increased supply of goods and 
services in the future will enable the borrower to pay he 
interest on his loan without having to reduce his oonsuniption 
to do so. Translating this into the mternaPonal spbeie. w 
may say that the analogue of Investment is tire expend tme 
of the External Surplus in such a way that a greater vo u 

.nJs will be available lor -hange bejw«n 
nafions in the future than in die present. The duett 
ment of an individual in, say, a house, or m a lactory und 
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his own control, can be paralleled by tlic direct Investment 
of nations in their colonies. Indirect Investment by means 
of a loan made by the Saver to the Investor can be paralleled 
by loans made by one nation to another enabling the latter 
to develop its export trade. In either case the result (unless 
the Investment is unsuccessful) is that the country that has 
accumulated an External Surplus will in the future derive 
benefit from its Saving by being able to import a greater 
total of goods and services without havins? to pro\’ide more 
goods and services of its own in return, he. the Saver will 
hve on part of the surplus of goods produced by the 
Investment. 


_ The objection may be made at this point that no country 
wishes to import more than it has to. It is true that there is a 
tendency, particularly in times of unemployment, to regard all 
imports as evils. But one does not have to be a Free Trader 
to realize that imports that do not have to be paid for are 
0^ viousl^y welcome. ^ No individual objects to receivinp-, by 
virtue of his past saving, more than he is at present producino-. 
Getting more than he gives never made any man poore? 
and what IS true of an individual is also true of a nation! 

tdZZr ’"“r “mpotarily embarrass particular 

mdusmies. But an increase of imports of the nature we are 

now discussing cannot possibly hurt the nation as a whole 

available for consumption by the individuals making up the 

o“ “T ■ ''"V that impedes the impLatio^ 
ot goods and services in payment of interest on its past in- 
ves rnents is deliberately impoverishing itself. 

InvestL^t bv International Investment as 

inv estment by one country m another country (either directlv 

or by means of loans) in such a way that the export of ^00^^ 
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paid in gold, for the available supply of gold is far too 
small. If the creditor country refuses to accept payment 
by goods and services, the only alternative for the debtor is 
default. 

W'c are therefore on the verge of a Savings-and-Invest- 
ment theory for the international sphere. But before dis- 
cussing it further let us return to the Balance of Payments, 
which we left half-finished, and see how it distinguishes 
between the different ways in which a nation may dispose 
of its External Balance. 

Ihe counterpait to the income account is the capital 
account. Since the whole Balance of Payments balances 
out exactly at zero, it follows that the net total of the capital 
account must be equal and opposite to the net total of the 
income account. If the net total of the income account is 
-h ^122,000,000, then the net total of the capital account 
must be —jd! 22,000,000. 

The coniposition of the capital account is unfortunately 
not as simple a matter to determine as its net amount. The 
ideal solution would be to have three items representing the 
hoarding of cash ; direct International Investment in 
colonies, or in entcrpiises carried on abroad but owned at 
home ; and finally, loans to other countries. The first of 
these items is simple enough, for the net import or export 
of gold will represent the extent to which the nation's stock 
of international currency has increased or diminished.^ This 
is true whether the gold standard is in force or not ; for if 
present experience is any guide. Central Banks will continue 
to buy and sell gold even when the legal provisions ensuring 
convertibilitv have been suspended. The diflerence is that 
under the gold standard the Central Bank has no choice in 
the matter, but is compelled to buy and sell in unlimited 


> Except to the extent th-it it is importeil for use in industry, or exported 
merely as one of the products of the country’s mining industry. So iaras import 
are concerned, non-monetary imports cannot be distmgmshed from "'"W 
ones but for most countries they are almost aluas'S relatively small mid can be 
disregarded. But the bulk of exports of gold from bouth Africa is properly 

regarded not as an export of capital, n r*"® f VidhTe T«^ 

ore or coal. It should tliercforc be included in tlie Balance of Visible liade. 
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amounts at fixed prices, while under a regime of inconvertible 
currencies it can buy and sell at its own discretion and at 
varying prices. The first item, then, is gold.i 

The other two items unfortunately are not separately 
identifiable. Indeed some countries entirely abandon the 
attempt to make any estimate of the net volume of borrowing 
or lending. They know, from the income account, what the 
net total of the capital account must come out to, and the 
volume of borrowing or lending is inserted at such a figure 
as will make the total correct. This was the method adopted 
for the British Balance of Payments in all but the most recent 
years ; the 1928 figures were as follows : 


Net Balance of Visible Trade — £353,000,000 
Net Balance of Invisible Trade + 225,000,000 
Interest (net) ^ 250,000,000 


Net Total of Income Account 
Gold (net) * 

Movement of capital (net) » - 


+ £122,000,000 

£5,000,000 

117,000,000 


Net Total of Capital Account 


-,ei^z,uuu,uuo 


The mterpretatmn of these figures is that in 1928 Great 
ta imported goods and services that were valued at 
^128,000,000 more than the goods and services she provided 

a credit of £ 22 ^ million on invisible account) She was 

r » pi.™, 

some as a special item on its own The method ’ ‘^apttal account. 

But It should be realized that there is nol£ ^ )«ed here seems most logical. 

Great Britain to the outside world^But the eo/d *f^ 'vas made by 

Britain, and the total of British canital ^ Bowed into Great 

1 7 . 000 , 000 . ^ “creased by the investment S 
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to ^122,000,000, the c(juiiti7 took ^5,000,000 in cash (i.e. 
gold;, the remaining £117,000,000 being lent. 

In other countries, notably the United States, an attempt 
is made directly to estimate the movement of capital. 1 he 
two main heads under which this is done arc^ short-tenn 
caiiital and long-term capital. Short-term capital consists 
of banking funds, such commercial loans as those represented 
by bills of exchange, uncollected debts, and so forth. Long- 
term capital consists of all loans that are raised by a definite 
issue of securities, \vith an ultimate and definite date ot 
redemption. Short-tenn loans arc almost certainly not used 
for International Investment. Within each nation, short- 
term loans made by the public to the banks (i.e. deposits) 
can sometimes be used for Investment, subject to certain 
safeguards, for the banks arc justified m assuming that all 
their deposits will not all be withdrawn at once. With 
international short-term funds the case is different for the 
experience of the years between the wars showed that there 
is a ver\' decided risk of wholesale withdrawal. But although 
it is safe to assume that short-term loans are not International 
Investment, we cannot safely assume that all long-term loans 
are used for International Investment. Before the war 0 
IQU-18 that might have been a permissible first approxima- 
tion but even then many loans were intended merely to meet 
the deficit of a needy Government, or to finance a war, wRh- 
out contributing in any way to the development of future 

"Cihe inter-war period this latter class of loan almost 
entirely swamped projects of International lavestmen . 
cannot therefore assume that the distinction between short 
term and long-term loans is the same as that between u - 
productive loans and International Investment-it is merely 

^ of Payments of the United 

States for .929 may be quoted as an 

of directly estimating capital movements. p figure 

that the two totals do not come out at 

and a final item of ‘ errors and omissions has therefore 
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be added. This method consequently loses in symmetr 
something of what it gains in honesty. 

B.\lance of Pav.me.n-ts of T!ie United Sf.vies, lOjy 

Net Balance of \’isil)lc 'Irade + SS.S^.niUl.noo 
NYt Balance of Invisible Trade — ti.sl.oiin.oiiO 
Interest (net) .j. Citll.OUu'oOO 

Net Total of Income Account 

(Foreign Surplus) ^ StOO, 000,000 

- $120,000,000 

INet movement of long-term 

- 94,000,000 

iNet movement of short-term 

- 90,000, 000 

Net Total of Capital Account 
Errors and omissions 


• $309,000,000 
- $91,000,000 


The interpretation of these figures is similar to that of the 
Bntish estimates. If visible and invisible trade are taken 
together, the United States bought in 1929 §299,000,000 worth 
oi goods and services more than she sold-a large debit for 
services being partly offset by a credit for goods. She was thus 
enabled to devote $400,000,000 out of her interest receipts 
w ich amounted to $699,000,000, to increasing her capiLl’ 
Of this $400,000,000 she took no less than $120,000 000 in 

ton lemTr t §94,000,000 and her 

Item of $91,000 000 is needed to square the accounts. It may 
be added that the official estimates of the American BalancI 
of Payments prepared by the United States Department of 
Commerce are remarkably detailed. The items that have 

If ntb P * is over a hundred 

our InLwrrf 

enhauced ® comparably 

The British and American Balances of Payments inst 
pven are alike in that both show a positive net total 
income account ; both, that is to say, were at 1 til 
questrou, lending narionr, I, bl'of 'hS ” 
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to add the Balance of Payments of Australia, a borrowing 
nation, for the year July 1928 to June 1929 : ^ 

Net Balance of Visible Trade — £8,385,000 
Net Balance of Invisible Trade + 3, 902, 000 

Interest (net) “ 34,9 1 7,000 

Net Total of Income Account — £39,460,000 

Gold (net) + £■'68,000 

Net movement of capital + 38,692,000 

Net Total of Capital Account + £39,460,0OT 

In this year Australia borrowed not only to finance the net 
excess of imports (visible and invisible together) of ;^4, 483,000, 
but also to pay the interest on her past borrowings. She was 
therefore in almost exactly the opposite position to Great 
Britain, which was able to pay for her excess of imports out 
of her interest receipts and still have enough over to make 
further loans of more than £100 million. 


international investment 

We must now return to the theory of international 
equilibrium which we are constructing on the analogy ot 
the domestic Savings-and-Investment pnnciple. 

In the domestic sphere, the theme of chapter v was that 
any excess of Saving over Investment produces diseauihbnum 
—a shortage of purchasing power to buy the products 0 
industry, falling prices and unemplo)Tnent. These resul 
follow from the fact that the stream of money coming into 
the market to purchase the products of industry is less y 
the amount of the excess Saving, than the cost 
products ; that is, than the incomes that have been paid out 
to produce them. The Saving merely 
financial charge upon the future without any provision being 
bytcLIg .he capital wealth of the eommunt^. 
for mcethtg *at charge in future. Thts ts true wheAer the 
Saving is hoarded in the form of currency or deposited and 

» These arc the estimates of Dr Roland Wilson. 
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left idle in the banks. The hoarding of currency, however, 
has the additional disadvantage that it may cause a shortage 
of currency for other purposes. 

The analogy in the international sphere must not be 
pressed too closely. But we can draw several interesting 
parallels. For example, if the nation that has accumulated 
an External Surplus refuses to lend it, but insists on taking 
all of It m gold, there is an immediate risk of a shortage of 
gold in other countries. If these other countries are on the 
gold standard they will be forced to start a restriction of 
credit and to raise their rates of interest, thus leading to an 
excess of domestic Sa\ ing over domestic Investment to add 
Its disequilibrium to that produced in the international 
sphere by the inequality of External Surplus and Inter- 
national Investment. If the nations are not on the gold 
standard, they will still find themselves under the necessity 
of making payment to the country with an External Surplus 
which they will have to do by drawing on their reserves of 
foreign currencies. They are very likely to seek to restore 
a balance by cutting down their own imports, thus initiating 
a general restriction of international trade. 

If the country with the External Surplus pursues the 
second alternative course-that is, if it does not take its 
xternal Surplus in gold, but merely leaves it as a debt 
owing to it by foreigners without enabling it to be used for 
International Investment-the immediate effects are not so 
bad. For the foreigners with whom the External Surolus 
ha been left have in effect borrowed it, and their negative 

Sma Su^r'^f^L^'T the positive 

External Surplus of the lender. It is as if in the domestic 

individuals had been can- 
cd ed by he dis-saving of others. But in the long run I 

eff cts will be damaging. For the transfer from the savers 
to the dis-savers is not a gift but a loan. The interest on the 
oan and Its eventual repayment will call for an eventual 
ransfer of wealth from one nation to the other, and since 
transaction has not m any way assisted to increase the 
future exportmg capacity of the borrower, the future tramfo 
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of wealth will be a net burden. The creation of “Aout 
the simultaneous creation of income-producing capital leads 

^The reader has been sufficiently warned that the relations 
bct^veen External Surplus and International Investment are 
not precisely similar to those between Saving 
But on the whole the similarities outweigh the differmces 
lu cither case, the essential point to recognize is that the 
accumulation of mere money or the piling up 
may seix^e the individual person or 

but thev do nothing to enrich the commuru ty TJejib t n 
tion from consuming which has produced the 
External Surplus is therefore frustrate and futile, and any 
attempt to enforce the claims on future wealth created by i 
can succeed only at the cost of diminishing the future con- 
surnmlou of the borrower. The world is then faced with he 
alteJnative of default on debts or the enslavement of m 

"^'^^he principles of foreign lending should therefore be 
twofold Creditor countries, those with positive ^ ^ ‘ 
Surpluses, should .,uke care that .be, -k' 

.-eceive .be;. 

the population. principles is far from being 

.uJi'r r xi: cr;bS".. >!■- *L-™ef 

practicable b™ *o«" 

v::^buX.dlXcss .0 aduu. 
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severely restricts the volume of International Investment 
that can be accomplished. But even without this additional 
complication, it is not possible to invest an unlimited amount 
of capital in exploiting the export trades of the unde\-eloped 
regions of the ^vorld. Even without obstructions the growth 
of international trade must be a gradual business. One 
corollary of this is that the External Surpluses of the creditor 
nations should not exceed the capacity of the debtors to 
absorb loans for productive pui-poscs. If External Surpluses 
grow too large, the mechanism will be choked. 

The other corollary is that the direction and amount of 
foreign lending should be closely connected with the stage 
of economic development of the countries concerned, whh 
the possibilities they present for rapid exploitation or their 
capacity for absorbing imports from other countries. 
Whether a country should be a lender or a borrower should 
not be decided by its whim, but by its place in the world 
economy. In the decades before 1914 the matter was 
roughly decided by the level of interest in the different 
countries. In some countries, such as Argentina, the 
possibilities of development were large and the domestic 
supply of capital small ; as a consequence the prevailing 
rate of interest was high. In Great Britain, for converse 
reasons, the rate was low. Since Argentina offered a 
higher yield, British capital was invested there rather than 
at home. Difference in interest rates was only an approxi- 
mate method of judging comparative need for Investment, 
c^i of nineteenth-century foreign investment is 

ull of crises and failures. But underneath these imperfections 
It was possible to see a system, which is far more than can be 
said for the chaotic conditions of the inter-war years. Even 
1 international loans were not always productively invested, 
the amounts involved were too small to upset the world’s 
monetary mechanism. There were only a few lending 
nations, of whom Great Britain was much the largest. The 
^ orrowers were, in the main, young, empty lands where the 
investment of capital yielded high profits in the shape of 
exports. Great Britain, the chief creditor, was a 
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Free Trade nation which imposed no restriction on interest 
paid in e,'()ods. Klost nations were neither creditors nor 
debtors, borrowers nor lenders, but approximately balanced 
their accounts without recourse to international movements 
of capital. 

The importance for every nation of accommodating its 
international borrowing or lending — indeed its whole inter- 
national commerce — to the place it occupies in the economy 
of the ivoiid is a vital point in the construction of any inter- 
national monctar)' system that is to have a chance of working. 
The analo,g>' betivccn nations and individuals can easily be 
overdone, but in this respect it is useful, for the nations can 
properly be regarded as men in different stages of develop- 
ment. Some are young and just setting out in business, others 
are approaching maturity, while others have a hfetime of 
work behind them. In order to clarify the matter, we can 
distinguish six separate stages of development. These are 
set out below ; names have been given to the stages, an 
though the nomenclature is inelegant it expresses fairly 
exactly the economic characteristics of each stage. 

Nations in the fii-st stage can be called Immature Debtor- 
Bo, rowers. They should be young, empty countries just 
starting on the career of international trade. The first loans 
granted to them \s ill enable them to import goods m excess 
of their exports. As a result of their borrowing they are 
enabled for the time being to buy more than they sell, to 
consume more than they produce. These nations wiU con- 
sequently have negative {or ‘ adverse ’) Balances of Tiaclc. 
They will, it is true, have to pay interest on their borrowings, 
but in the first few years the amount of interest they ^acli 
year will be loss than the year’s fresh borrowings. These 
countries are, then, net importers both of goods (including 
sciwiccs) and of capital. It goes without sa>mig tliat the 
capit;il should be imported in the shape, not ot gold but 
of goods, ivhich can be so applied that they_ will assist ui 
building up an export trade— railway matenal, mdustiial 
machineiy, fiinn implements and the like This was the 
way in which Uic British Domimous and many of tlie 
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South American countries got their start in the nineteenth 
century. 

The second stage is that of the Mature Dehlor-Bnrrowers. 
After some decades of borrowing, a change sliould cuine over 
the Balance of Payments of the young country'. On the one 
hand, the gradual accumulation of interest charges on past 
borrowings should eventually grow to be larger than the 
current borrowings. The nation is then paying back in 
interest more than it is borrowing in new loans. At the same 
time, if the loans that have been contracted in the past have 
been productively invested, they should be bearing fruit in 
the shape of rising exports. The payment of interest in 
excess of new borrowings is thus made possible by the 
emergence of an export surplus (a positive or ‘ favourable ’ 
Balance of Trade), itself due to the borrowings of the past. 
These countries, then, though still borrowing from abroad, are 
beginning to bear some ol their interest burden by exporting 
goods. They are importers of capital, but exporters of goods. 

In the third stage [Debtor-Lenders) the nation ceases to 
borrow from abroad at all. It still, however, has the burden 
of interest on its past borrowings, but the development of its 
export trade is such that it can now afford not only to pay 
this interest, but also to reduce its capital indebtedness. 
Whether in fact it reduces its own indebtedness or prefers 
to start lending to others is immaterial, both processes having 
the same economic effect. They can both be called lending 
for convenience, but this group of nations could just as well 
be called Debtor-Repayers. The significant point is that they 
have started to export capital, being enabled to do so by the 
fact that their net export of goods has grown to be larger 
than their payments of interest. 

The fourth stage is the natural development from the 
mird. This is the stage of the Immature Creditor-Lenders 
These are nations that have paid off all their previous 
indebtedness or, at least, have foreign assets larger than 
their foreign indebtedness. On their net excess of foreign 
assets they naturally receive interest, but their receipts of 
interest are at first less than their loans-that is, the main 
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source of their External Surplus, which they lend to other 
countries, continues to be their positive (or ‘ favourable ) 
Balance of Trade. These countries are like men who are 
beginning to build up an in\-estment income, but still rely 
for the greater part of their new savings on their current 
income from work rather than on the interest yield of their 
past investments. These countries, then, are exporters both 
of goods and of capital. 

Next there is the stage of Mature Creditor-Lenders. These 
are nations whose interest income is so large that they can 
aflbrd to have a negative (' unfavourable ) Balance of Trade, 
to buy more goods and services than they sell.^ They can 
not merely afford to do so, they must do so. For if they insist 
on selling more than they buy, the resulting balance, together 
with the interest income, can only be lent to other countries 
and induce an even more rapid increase of interest income. 


If a nation, or a man, continues to lend, a time must come 
when his interest income is greater than his work income, 
and when he must consequently consume more than he 
produces. The analog\' between nation and individual, 
hoivever, breaks down^hcrc. For the last stage of Man is 
senile decay, and there is nothing senile or decaying about 
Mature Creditor-Lenders among nations. They are still 
lending and increasing their wealth, still living handsomely 
within their means. Some people have an instinctive honor 
of a negative Balance of Trade, of importing more than is 
exported. But h means no more than that tire fruits of past 
savings have released the nation from the necessity of paying 
now in goods for all the foreign goods it now consumes. 

The sixth stage is the only one with a faint air of senile 
decay. It is the stage of the Creditor-Borroivers. These are 
nations that are creditors— that is, they have an mtercst 
income from their past investments. But their negative 
(‘ unfavourable ’) Balances of Trade are so large that 
interest receiiits are unable to fill the gap, and thc)Miave to 
borrow in order to square the accounts. ‘ Borroiv ’ is here 
used in a sense luialogous to that of ‘ lending ’ m tlie case ol 
Debtor-Lenders. Creditor-Borrowers very rarely, m peacc- 
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time, actually incur new debts to other countries — ^they recall 
some of their past foreign loans or sell some of their foreign 
investments. They can be compared to an investor who\ 
living beyond his means and gradually selling off his capital. 
It is clearly not a state of affairs that can last indefinitely. 
As we shall see,^ Mature Creditor-Lenders are sometimes, in 
periods of crisis, forced into the category of Creditor- 
Borrmvers, but it is not a position in which any country can 
aflord to remain for any extended period. 

These six stages have been treated as if they were (with 
the exception of the last) a regular process through which 
every nation had to make its way, just as a man progresses 
from youth to maturity. But this is not necessarily true 
Some countries, indeed, do go through the whole process' 
although the compilation of Balances of Payments is such a 
recent development that we have no accurate statistics to trace 
the course of any nation. The nearest approach to accuracy 
IS in the case of the United States. Until the eighteen- 

seventies America was an Immature Debtor-Borrower, import- 
ing both goods and capital. After about 1873, Imwever, the 
0 al of interest payable began to exceed the new borrowino s 
while the enormous development of the country produced the 
export surplus that enabled the interest to be paid. From 
this time untU 1914, America was a Mature Debtor-Borrower 
a net exporter of goods, though still borrowing afresh each 
y«r part of what she paid in interest. In the^rief per M 

through the next two stages. The terrific exports of war 

debts, but even to become a net lender. Not only so, but he? 
nterest income rapidly became so large that she was able to 
import more goods and services than she exported in othL 
words to become a Mature Creditor-Lender. Her status 
_ he last group was not very securely established in the years 
immediately after the war. In 1022 in 102. ° H o • 

1928 the United States had a positive Balance o/Trede 
(visible and invisible) which would qualify her as an Im 
mature Creditor-Lender, but in the oL the p«itt 
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was reversed. It is worth emphasizing that in most of these 
years the United States was buying more than she was selling 

because the generally held opinion is to the contrary. The 

confusion arises from concentrating on the Balance of Visible 
Trade and forgetting the invisible items. In goods the 
United States sold more than she bought, but in services she 
bought much more than she sold. Americans prrferred to 
travel abroad, to pay foreigners for freight and insurance 
services etc., rather than to buy more actual tangible foreign 
goods, but the economic effect was precisely the same. Tak- 
ing goods and services together, America was in these years 
a buyer k^dance, as a Mature Creditor-Lender should be. 

The United States is an c.xamplc of a nation that has 
passed through all the stages. But some countries start as 
creditors. Such a country is— or was— Great Britain, which 
until the two world wars of our own time, never borrowed 
from abroad. r For such countries the development is more 
rapid. First they arc Immature Creditor-Lenders, lending 
to other countries a Foreign Balance built up by an excess of 
exports. Then they are hlaturc Creditor-Lenders, importing 
more than they export, and enabled to do so by the receipt 
of large sums of interest from abroad. Great Britain passed 
from immaturity to maturity as a lender in the eig 
fifties, and, save for a few exceptional years in the trouble 
conditions of the last quarter-century', she 
Creditor-Lender until the outbreak ot the First World War. 


INTER - WAR disequilibrium 

In the table on pages 36a and 363 an attempt has been 
made to apply this classification to a number of the 
countries of the world in the years 1927 to 1929. 
fiimrcs have been ex]iressod in millions of dollars, so that they 
arc directly comp.uable. They represent annual averages 
for the three years in question, and consequently show the 
position in a typical year during this period. These figuies 

. except for sudt ‘ borrotving ’ as occurs when a bauker accepts die deposiu 
of his clients _ 
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were compiled by the Economic Section of the Lea-ne ol 
Nations and in the majority of cases they come from official 
sources. But the standard of accuracy differs very greatly 
rom one countiy to another and even in the best cases the 
ligures are no more than guess-work. In spite of all its im- 
perfections, this table is the nearest approach that is humanlv 
possiblc to a picture of the movement of international funds 
m the years immediately preceding the great depression that 
began m 1909 Unfortunately a number of important 
countries have had to be omitted owing to lack of data. 

, , . the Balance of Trade 

taking visible and ‘ invisible ’ items together. A plus siem’ 
indicates that the Balance of Trade was ‘ positive,’ ‘ activ? ’ 
avourable (i.e. that the country in question was selling 

rfifr “ j n 

fevourabie“ “fl ‘ or ‘ u„- 

of the si<rns is t g'-asping the significance 

ot the signs IS to remember that a plus sign signifies an in- 

SieTe?r;suff of out-payment. Thus in these years 

net result of Germany’s purchases and sales of goods and 
services was an out-payment of §658 million per annum 
Argentina, on the other hand, had a net in-raymr"f 

worth TfgooVand^""''-"'’ 

til of goods and services more than she bought 

interest, Li„u. s,^TL/ZZ,"Ty^ 1 -'“‘P' 

whether the country , a“rS“:-aS,„“'“Dr'‘“'“ 
interest and have a minus sign • rrerlirn ' ^ 
ha,e a plus sign. ® ■“<«“' and 

toge^rTM “'“™a (■) and M 

together. This column shows the net toml nf ^ ^ 

whether a eltt: :V::;kr'“rdte‘'r'" 

minus, that means that the rnnmf me sign is 

payments on ineome account anZhaMo bf “T 
■ta accounts. If the sign is pin’s, dte coundy faTenlr"' 
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(The figures are annual averages of the three 



Balance of Trade, 
Visible and Invisible 

(1) 

Interest Receipts 
or Payments 

(2) 

I Debtor- 



Borrowers : 



Germany 

-658 

- 136 

Australia (a) 

- 31 

— 170 

Poland 

— 41 

— 33 

Hungary 

— 47 

- 25 

Japan 

- 39 

— 7 

Norway 

- 3 

- 18 

Finland 

- 8 

- 9 

Bulgaria 

— 3 

- 7 

II hLyruRE Debtor- 



Borrovnxrs ; 



China (a) 

+ 24 

- 117 

.Argentina (i) 

+ 106 

- 185 

South Africa (f) 

+ 32 

- 78 

New Zealand (d) 

+ 21 

- 44 

Yugoslavia 

-j- 8 

- 21 

India (d) 

+ 107 

- 118 

Canada (c) 

+ 162 

- 169 

Denmark 

+ 13 

- 16 

III Debtor-Lekders : 



Dutch East Indies 

+ 142 

- 140 

Italy (e) 

+ 33 

- 18 

Czechoslovakia 

+ 66 

— 16 

rV iMK-ymtE CRZorroR- 



Lenders : 



Sweden 

+ 47 

+ ^ 

Belgium (/) 

+ 63 

-j- 63 

V Mature CREorroR Lenders : 



Netherlands (g) 

(-144) 

(+ 160) 

France (A) 

- («■) 

+ (») 

United Kingdom 

-719 

+1217 

United States 

-186 

+ 74o 

VI CREDrrOR-BORROWERS : 



j\one 

■■ 



(«) year 192S-9 only 

two yean, October 1927 to September 1929 only 
(r) Gold b exported from South Africa and C^da » a comme^ty and not 
^ for monetary reasons. It b therefore mcluded m Column (1). 

(rf) three yean .April 1927 to March 1930 
(«) year 1927 only 
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years, 1927, 1928 and 1929, in millions of dollars) 


Balance on 
Income Account 

Gold 

[{l) + {2)] 

(3) 

(4) 

-704 

- 53 

-201 

+ 13 

- 74 

- 18 

- 72 

- 1 

- 48 

+ 8 

- 21 

0 

- 17 

0 

- 10 

0 

- 93 

_ 2 

- 79 

- 13 

- 46 

(d 

- 23 

+ 4 

- 13 

0 

- 9 

- 65 

- 7 

(d 

— 2 

+ 3 

+ 2 

— 5 

+ 15 

— 8 

+ 50 

0 

+ 54 

— 2 

+ 108 

- 38 

(+ 10) 

+430 

(+ 10) 

-190 

+498 

+ 11 

+ 560 

+ 102 


Lending (-) 
or 

Borrowing ( + 

(a) 

Balance on 
Capital Account 

) 1(4) + (5)1 

(S) 

+ 847 

+ 794 

+ 1 88 

+ 2ul 

+ 90 

+ 74 

+ 73 

+ 72 

+ 40 

+ 46 

+ 21 

+ 21 

+ 17 

+ 17 

+ 10 

+ 10 

+ 95 

+ 93 

+ 92 

+ 79 

+ 46 

+ 46 

+ 19 

+ 23 

+ 13 

+ 13 

+ 74 

+ 9 

+ 7 

+ 7 

- 1 

+ 2 

+ 3 

- 2 

- 7 

- 15 

- 50 

- 50 

- 52 

— 54 

- 68 

-106 

(- 20) 
-240 

(- 16) 

-430 

-509 

-498 

-662 

-660 


M TK c ® only 

* are pTacedt^cklB'’"'"* “"«% approximate 

m .ncWios French Colonic, than Indo-Ohin. 

of &feofn ‘"’“'“'F tte con.ti.oe.t item. 
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The six categories of countries can thus be distinguished 
by the signs of the first three columns of the table, as follows : 



Balance of 
Trade, 
Visible and 
Invisible 

(U 

Interest j 

Receipts or 
Payments 

(2) 

External 

Surplus 

(3) 

Immature Debtor-Borrowers 

- 

- 

- 

Mature Debtor-Borrowers 

+ 



Debtor-Lenders 

+ 

~ 


Immature Creditor-Lenders 

+ 

+ 

+ 

Mature Creditor-Lenders 

— 

+ 

+ 

Creditor-Borrowers 


+ 



The distinction between a Creditor and a Lender, or 
between a Debtor and a Borrower, should be borne clearly in 
mind. The words ‘ Creditor ’ and ‘ Debtor ’ refer to what 
has happened in the past, a Creditor being a nation that has 
lent in tlie past, a Debtor a nation that has borrowed m the 
past. Lending and Borrowing, on the other hand, refer to 
what is happening at present. Unfortunately the distinction 
is not always made clear ; indeed in the last chapter it was 
found convenient (though with a warning of ambiguity) to 
talk of ‘ Debtors ’ and ‘ Creditors ’ when ‘ Borrowers and 
‘Lenders’ was meant. But it is a real distinction, not 
merely a verbal nicety, and in any strict discussion of 
the subject the distinction should be observed. A Lendei 
is usually a Creditor and a Creditor a Lender, but by no 
means always. ‘ 


> Anotlicr possible point of confusion may be cleared up. ‘ Lending ’ must 
be taken mbtc'iude ‘ repaying debt.’ and sunilarly ’ 
to incltidc ‘ drawing on capital.’ Repaying debt is of coui-se a 
from lending but the inclusion of both under one head can be excused on 

n I, • lir t both have the same effect on the Balance of Payments, bodi lead 

by ‘increasing a.ssets or by diminishing liabilities) ; and second, it » 

i,!^ practice to distinguish them. Similarly borroiying and 

have the same effect and are practically indisunguishable. It has ali^eady we 

nointed out that ‘ Debtor-Lenders ’ could witli equal justice be called e i ■ 

Repayers.’ Similarly, ‘ Creditor-Borrowers ’ would frequenUy be more appio- 

oriately called ‘ Crcditor-Drawers-on-CapUal. 

364 




INTER-WAR DISEQUILIBRIUM 

The second group of columns constitutes the capital 
account. Column (6), which is the net balance on capital 
account, must of course be equal but opposite in sign to 
column (3). The column of Gold is easily compiled '’from 
the trade statistics. In this column a plus sign means an 
export of gold (i.e. an in-payment, or inflow of funds to pay 
for the gold exported), a minus sign an import of gold. 
Column (5), which represents the total of lending or borrow- 
ing, as the case may be, is entered at the figure that will 
exactly fill the gap between columns (4) and (6). In some 
countries, notably the United States, we have direct estimates 
of die volume of lending or borrowing ; but in the great 
majority the figure can only be found by inference, and it has 

seemed best, in the table, to treat every country in the same 
way. 

The years co^•ered by this table were the nearest approach 
to stability that the world enjoj’cd between the two world 
vvars Every country but one in the table was on the gold 
standard, prices were reasonably stable, the monetary mech- 
anism appeared to be working with tolerable smoothness. 
Nevertheless many of the seeds of disequilibrium can be seen 
at a glance. 

_ The first point to be noticed is the large figures entered 
m cotan (3) The si. Credi.ocLcnL/.™' 
up Foreign Balances to the combined total of nearly 
$ ,660 mflhon a year. Moreover, one considerable Creditor- 
Lender, Switzerland, is missing from the table. This vast 
sum wou d at once lead to the suspicion that lending and 
borrowing were being undertaken on a scale far larger than 
could be accommodated in International Investment 
The second point is that the figures in column U) are 
rather too large. The total of the figures in this column (dt 
regarding the sign) is 17 per cent of the total of the figures 
m column (3) This would roughly indicate that only Sme 
83 per cent of Foreign Surpluses were being met bv iLdW 
or borrowing, the remainder being met by shipments of gold^ 
oreover, the entries in this column are net figures and the 
averages of tee years; and two a. leas, ofTr,! ^ 
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5hown separately, would reveal larger movements of gold 
than tl.e average. It is thus clear that the volume of inter- 
national lending in these years fell considerably short of the 

available External Surpluses. _ ^ , r 

The third point is that the position of several ot Uic 
counti-ies on the list was unsatisfactory. There is no criterion 
for example, by which Germany could properly be described 
as an Immature Debtor-Borrower. She was neither a young 
country nor one offering particular opportunities for the 
development of export trade. Her position at the head d 
the list was an unnatural one, the artificial aftermath of 
Reparations and innation. Money lent to Germany could 
only in the most exceptional circumstances be regarded as 
International Investment likely to be fruitful m the futiire 
Australia’s position is not so obviously inappropriate. But 
one would have thought that Australia should have pro- 
gressed at least to maturity as a Debtor-Borrower. Cornpar d 
with South Africa, New Zealand or the Dutch Eas Indi 
she makes a poor showing. Moreover, the amount of her 
borrowing is wry large. The other countries m tne first class 
are a rather surprising collection, and there is barely one o 
Inch cvoLl b.° placed .hece if i. stage o e^onomte 
development were taken as the criterion. It mus be 
remembered, however, that the newer 

which are more likely to be Immature Debtor-Borrowers, 
are not represented in the table owing to the absence of data. 
Many of^the South American states and British colonies 
would probably be found in this class if the facts could b 

are the elements of disorder which emerge from 
the table There were others below the surface vvhich cannot 
he read from the figures but which are nevertheless common 
knowledge. The table tells us that External Su^rpluses were 
very large and that a substantial portion of was n 
rJ hnt hoarded in gold. What the table cannot tell us s 
hat of the large sums borrowed and lent, comparaUvely 
qualify as Incccuadonal I~t Ge™a„ = 
borrowings, for instance, were to some extent uubzed 
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equip her industries and to increase their competitive capacitx 
m the ivorld’s markets. But loans were also far too readily 
raised for such purposes as the increase of banking capital 
and the provision of municipal swimming baths or public 
buildings which, though admirable in themselves, did 
nothing to increase Germany’s future exporting ability 
Australia s borrowings were also ^■cry largely used to covei 
Budget deficits and to finance public works schemes whose 
contiibudon to future exports was, at the best, indirect 
Neither Germany or Australia took any steps to enable itself 
m the future to pay interest out of its own resources on its 
borrowinp st. 1 less to repay the principal sums borroived. 
And what has xen said of Australia and Germany could be 
said ividr very lift e alteration of most of the other borrowers 
m the list, certainly of the Immature Debtor-Borrowers. 

It is useless to be over-severe with the borroivers, for the 
ending nations were committing errors as grievous and as 

ender par excellence. In playing this role she had built 

for m g" extensive and efficient machinery 

for making long-term issues to foreign countries. After loi? 
however, her External Surplus was relatively smaUer than 

havp^ bvo reasons for this, and they 

bv thf mentioned : the disadvantages incurred 

i/thJ rh^'^ mdustries owing to wartime chaiwes 

wafstaS ’ P'^^^d sterlin. 

was stabilized in 1925 at a rate of exchange w-hich seriouslv 

ir ■ S 

lending actually exceeded The ExtrrnTlSu'jpffiTTt tl 

waf a‘,?^«ed toLoa'd™ ’LUdo" «pi,af 

and lending long, and ..Len" 

307 



INTERNATIONAL EQ.UILIBRIUM 

demanded repayment in 1931 she was unaidc to realize her 
vast but fixed foreign assets. It must be mentioned in fumes. 

to Great Britain, that her pulley ’"‘if 

than oth.TS and that throuRhout this period Great bn am 
continued to set an example to other creditors by accepting 
the navment in goods of interest due to her. 

?hrum.cd Sla.es. in the years between ^ e,ren 
War and the Great Depression, was the largest lender (though 
L .Se larees, eredi.nr) in .he world, and .. - ve^ jege 
the size of the American External Surplus that swelled 
dan mm proportions the total volume of international 
(r; IJ lending. The United S>a.es w_as large b 
unaware a the change which a few years had olTccted in her 
international status. Her External Surplus was unnecess.inly 
a ge because she clung to the belief (appropnate enough m 
her pre-war stage .as a debtor) that exports «f 8 »»d 
alw.avs exceed imports of goods and 'f “ul.el, 

bought much more than she sold) eseaprf by 

men. or not) fluctuated very '«*']'• V 'f ^„ld 
he filled Wjjortsor expj«oJ^ 8 o;d;J ^ 

were imported 1 9-4 , g million im- 

la, a million “ / he depression there 

ported m 1929. Until the onsei which the 

were only two post-war years (192 yg ^ g 

„e. movernen. of gold exported 

less than $100 million. _ o _ $154 million 

in the table on page 363 is a . 

exported in 1927, milhon^cxporte^^ 

million imported m 19 9. International Investment, 

as was carried out was very_ f nal lender ; 

New York had little experience ^ ,nd 

her bankers yielded too quickly to the lure ot 
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to the temptation of immediate profits without inquiring 
sufficiently into the uses to \\'hich the funds were to be pul 
or into the prospects of repayment. Some of the United 
States’ loans to South America in iqaS are almost perfect 
examples of all that an internationtd loan should not be. 
Throughout the whole period American financitil police- 
made no attempt to pros'idc for the natural consequences 
of American lending. The payment of interest in goods was 
not facilitated ; on the contraiy the American tariff was 
drastically increased in iqgo. 

France, the third of the trio of large Creditor-Lenders 
pursued an equally mischievous policy. In contrast to the 
o\ er\ aluation of the pound sterling, the franc was stabilized 
at a figure whic h seriomlv undervalued it. The result was 
that the French External Surplus was far larger than the 
willingness of the French im-estor to place his money abroad 
or than the technical ability of the French money market 
to place foreign issues. In addition, the French Government 
positively discouraged long-term foreign issues. The result 
was that France, with an External Suiplus (on the average of 
1927-29) nearly as large as that of Great Britain, lent less 
than half as much,_ taking the balance in gold. Moreover 
even those sums which are counted as lent were in fact merely 
deposited in banks in London, New York and other centres. 

0 far as International Investment as defined above is 
concerned, France accomplished very little indeed in these 

ry_ fjom a normal adjustment. Of the three great 

at artificially high levels-America by prohibitive tariffs 
France by undervaluation of her currency ; Great Britain 
with more experience as a lender, was wording herself t m 
Ae p^ion of being unable to meet her own 0^^^ 

Surpluses at the rate of nearly $1,500 miLn a Tear Th 

sum was excessive, but two out of three of 

rccog„.zed „„ ze^edy save .he continuaace'r ^ tt" 
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expanding scale of uneconomic loans to the debtors. The 
debtors in their turn were apparently content to go on 
borroxvlng at high rates of interest without thought for the 
morro^v of repayment. Too much rras being lent ; it was 
beino- lent in the wrong way and borrowed for the wrong 
purposes. Such a situation could not possibly continue ; 
it could not possibly be regarded as the same sort oHrealthy 
development as that by rvhich the Bntish Domimons and 
several of the South American countnes had built themselves 
up in the decades before 1914- It was usury based upon an 
unequal distribution of international purchasing power, 
rather than the wholesome process of accumulaUng inter- 

""^^Thel-e weifmany other causes, discussed in 

chapter for the collapse of the international gold standard. 

Bu^tever monetary standard had been in force, lendiiig 

and borrorving policies such as these 

about a collapse of the international 

The total of External Surpluses so great y ex 

volume of Interuotionul Investment thot “ 

inevitable. For the moment the position was paid) obscu 

bv borrowin--it rvas as if in the individual sphere one set of 

pLons tveie living beyond their “.te, of 

that tlie excess of Saving over Iiu’cstment of another set 

persons tens olfset. But the position vvns Pg'J™; . 
Lrowing of this nntorc ennnot tn any " 

defmilelv ; sooner or later interest payments hate to be me 
and if the borrotvings have not been uisely myested tl 
rinerease in exports out of tthieh to pay the rnterest. And 
if nations come to depend on foreign “ ^ry 

their eapilal development but to f.nanec th ii 0 d ly 
current rei|nlre,nents of imported goods a 
nmional lending trill eause a senons npset ■" 1 > « 

a . s mhc fui’O volume ol mteniational kiiain., 

of (he international capital inaiket. rqi,y,,4,icv iq.jq, 

The screen was torn away m the yeais foUowi 9 9 
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Long-term lending by the United States ceased after tlic end 
of 1928 ; the speculative excitement on tlie New York Stock 
Exchange and the high rates of interest obtainable there 
provided a more attractive use for funds, not only foi- 
American capitalists but ecen for those of Europe. After 
the crash m the autumn of 1929 confidence was too badlv 
shaken to permit of any issues. During 1929 and most of 
1930 the American banks continued to make short-term loans 
to foreign countries, especially Germany. British lending 
also kept up fairly well; public issues of overseas loans 
in the London market were /:94,ooo,ooo in 1929 and 
;Ci09,ooo,ooo in 1930. France, on the other hand, ceased 
even to make short-term deposits abroad, and began calling 
in the short-term loans previously made. The volume of 
foreign lending was thus severely contracted, and an in- 
creasing proportion of it was in the form of short-term loans 
which cannot be used for International Investment. The 
position was thus sensibly deteriorating. 

“ '93'' 'U'is is not the place 
to desenbe the course of the revolving storm which hit one 

Tne hadT T1 "«>i'V "'hich almost 

alone had kept the system going for two years, first ceased 

nd were then recalled. First Austria and Hungary, then 

Germany, were forced to prohibit the repayment of forciv" 

capital as the only alternative to allowing their currencieslo 

depreciate. Great Britain, caught off her guard by her short- 

term creditors, and unable to mobilize her long-term assets 

Sfffos rf !“ ‘ ““tioB-' The net effect of the 

P™e sf":;; lading came to a com- 

The borrowing countries were consequently faced with 
of'furThaTol^'"o iltc assistance 

larg al ! the ''™ balked 

rge among the posinve, or in-payment, items of their 

Balances of Payments suddenly disappeared. Many of th^ 

in ir;"® ">«"e outside Eule w e 

■n addmon afflicted by the fact that the prices of thefo'stmfo 
capor. dechned far more rapidly thanYre prit^r'of S! 
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imports. For both of these reasons there was a large gap on 
the in-pavmcnt side of ih.eir llalanecs of Payments. Balance 
could be achieved only in one of two ways : by expanding 
exports or bv rcdui ing imiiorts. An expansion of exports 
bein- out of the question in the collapsed state of the world s 
markets, a contraction of imi.orts became the only remedy. 
This was brought aliont by a variety of means : by great y 
enhanced taiill., ; by import qtiolas and even outright 
pr„hil,ilicm ; In control rrrtionrm; the si.pply 0 

Lrcign currencies in which alone payment for imports cou 
be ntr.le ; by <lep.ccir.tion of tire cn.rcn. y, -"•■'‘■"S 
more expensive and lienee ledu. I.... tire demand for tliem. 

Tin sc nteasnres on tl.c part of tl.c debtors yreatly reduced 
the exports of the ereditors, and threatened the appearance 
S a TT Balanre. of Payments. Great Bn'am m . 93 . 

had .a neeativc External Sui plus osnnt; to the decline in hei^ 
sales of ttoods and services and the reduction of her interest 
ncome from overseas ; sire s.as foreed-for the first ttn^e 
ereot durina the war of ,9,4-.3-fro.n the positron of a 
Mmrire Creditor-Lender into that of a Credimr-Borrovver^ 
Great Britain attcmiitcd to correct this position first, by 
depreebdon of the pound, which tended automatically to 

stimulate British exports and restrict 
eXd, by the desertion of her Free Trade principles and the 

S: osidon of a general tariff on foreign ^ * 

restriction of imports into Great Britain, the largest tree 

market m the world, unbalanced 

not only of the debtor countries but of many »f 

and there was 

"Ip, “and dre general rush .0 cut 

S:^a.rarlrrrw„1n“^moa":rdofl.sva.uein 
n b 1 the process of restriedon had benefited nobody. _ 
The suspension of international lending thus 
as vicious a%iral of deflation in the rnternationa sphere 
dh ttemsperLon of Investment in the domesuc sphere. The 
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two in fact acted and reacted upon each other, for exchange 
stringency caused domestic deflation, and domestic deflation 
lessened the willingness to lend capital abroad. 

This state of affairs is illustrated by the table on pages 
374 ' 75 . compiled by the same method and subject to the 
same qualifications as that on pages 362-63. It shows the 
average figures of the Balance of Payments of a number 
of countries in the depression years 1931, 1932 and 1933. 
The figures are all m milhons of American gold dollars ^ and 
are thus directly comparable. 

The contrasts betiveen this table and the preceding one 
are strikingly apparent. The lenders have almost dis- 
appeared. Of the three great Mature Creditor-Lenders, 
Great Britain and France have been forced to draw upon 
instead of increasing, their capital. The United States 
remains as a Mature Creditor-Lender, but the term ‘lending’ 
does not properly reflect the position, for the outflow of 
capital from the United States represents in the main the 
repatriation of short-term balances previously held in New 
York by foreigners. America was not lending, but repay- 
mg her banking debts.’ The same situation exists Kth 

a minus sign, an outflow^ ^ an inflow of capital, 


Year 

Long-Term 

Capital 

Short-Term 

Capital 

Total 

1930 

1931 

1932 

1933 

1934 

-224 
+233 
+ 247 
+ 39 
+202 

-4G5 
-719 
-4S9 
-383 
+ 184 

-GS9 

-486 

-242 

-344 

+386 


with the average in the main tableT' irsh"’ m'h therefore coincide 

of capital into the United States (i) doe^n^t^^ remembered that an import 
are placing capital in AmeriS /t/^ay """ 

capital they had previously placed abS ^ Americans are recalling 
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1931^ 1932 and 1933, in millions of gold dollar?’' 


Balance on 
Income Account 

[(l) + (2)] 

(3; 

Gold 

Lending — cr 
Eorrov. in z — 

La’^ircce on 
Capiial Accounr 

V -i - .3 ] 

1.; 

-198 

~ 90 

-108 

-108 

- 96 

-rl64 

— t'S 

— 96 

- 16 

- 1 

+ IT 

+ 10 

- 88 

(‘) 

+ S8 

+ 88 

- 35 

+ 50 ' Ct 

— 15 

- 35 

- 29 

+ 15 

- 14 

- 20 

- 19 

+ 5 

-r 14 

- 19 

— 6 

4-111 

— lOo 

+ 6 

— 5 

+ 3 

+ 2 

;+ 5 

0(/) 

+ 4 

- 4 

‘ 0 

+ 8 

2 

- 4 

- 6 

+ 8 

— 4 

- 4 

- 8 

+ 21 

0 

- 21 

- 21 

+ 29 

(g) 



— 29 

+112 

+ 140 

— 2o2 ^ 

-112 

+ 7 

+ I 

- 8 


+ 139 

+ 101 

-240 

-139 

-153 

—374 

+221 

+ 153 

^227 

-ISl 

+408 



{/) negligible negative balance 

(g) Gold is exported from South Africa and Canada as a commodity and 
not for monetary reasons. It is therefore included in column 1 ; . 

(A) two years, 1932-3 only j includes French Colonics other than IndO" 

flhinq 
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(The figures are annual averages of the three yean. 


j^ianrr of Trade, Icsexot R* ri 
\ 2djbic and Invisibfe , or rayu aea i i 


■I' 


I Ikmatl-rz Destob.- 

BCMLOViXES : 

Areennaa a) • 

— &J 

Ir.riia i 

2 

Hutararv 'r' 

— 1 

II XLcTtmE Dmtos.- 
Bokjlo^'exs : 

Caaaca ; i 

S2 

Australia if 

- « 

Dutch East ladjes 

— 

New Zealand \ef 

— 17 

Japar c 

— d 

Nor’.»'av 

- 11 


— 14 

in DEBrro*-Lx>— EJts : 


+ 16 

Poland c 

— 4S 

Fir, land 

— 30 

S. A^ca ft 'r) ! 

93 

Gertnattv 

—334 

r.‘ Imm-sttez CiLErtroR- 

Ljcsoats ; i 

.Vane 

•• 

V NLsmtE CatEDrroB-LExrzss : 


5'»«Tedea 

— 5 

Uritec StaM 


M CjuE=JTToa-Bo«ajcrA-Eas : 

Fratioe h 


Urdted K-irsedrea 

— S25 


c ti.’O October l&iS to September 1931 

* ttree T«rs. April 1931 to March 1934 

- t «»’0 years, 1931—2 ostly 

/ three years, Jcly 1930 to June 1933 

{tj three years, .\pcil 1930 tt) March 1933 


! 


(*) 


-138 

— 9* 

- IS 


—170 

-12S 

- 51 

- 36 

- 11 
— 16 
- 1 * 

- 10 

— 40 

— 9 

— 64 
—23 


12 

-466 

-5- S7 

-P59S 
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regard to the ‘ Debtor-Lenders ’ who in these depression 
years had become ‘ Debtor-Repayers.’ In spite of the plus 
signs in column (3) there was virtually no international 
lending. This statement is a little too sweeping to be true, 
as is shown by the presence in the table of several con- 
siderable borrowers. To some e.xtent ‘ borrowing ’ in this 
table may be taken to mean ‘ li\ing on capital,’ just as 
‘ lending ’ may be taken to mean ‘ repa) ing debt.’ But on 
closer inspection it will be found tliat with the exception 
of Argentina, the largest ‘ borrowers ’ were the British 
Dominions, tvhich continued to have some access to the 
London Money Market, and the Dutch East Indies, which 
stood in the same relation to the Amsterdam market. 
But this ‘ fanaily ’ borrowing was on so small a scale 
that it can be treated as an exception to the general 
rule. 

A second fact that can be remarked is the considerable 
increase in the dimensions of the figures in column (4). 

When the accounts cannot be squared by borrowing, and 
in the interim period while imports arc being restricted, gold 
must be exported to cover the gap. Australia, Argentina, 
Canada and Japan all disposed of considerable portions of 
their gold reserves in this ^vay, especially in the earlier part of 
the crisis. In India the higher price for gold which followed 
on the depreciation of the rupee tempted much gold out of 
hoards. Over the three-year period the Indian export of gold 
was considerably greater than the average negative Extcinal 
Surplus to be covered ; so that the gold export left a sub- 
stantial margin after meeting the negative External Surplus. 
Germany exported gold in addition to having a positive 
External Surplus, and was thus enabled to repay much more 
of her debt than would otherwise have been possible. The 
great importer of gold was France, which took § 4 ^*^ million 
in 1930, $727 million in 1931 and $826 million in i932> 
but lost 178 million in 1933. The table clearly demonstrates 
that this flood of gold was not due to a large positive External 
Balance, as in tlie pre-crisis years, but to a stampede ol 
frightened French capital back home to Paris. The figure 



INTER. WAR disequilibrium 
entered in column (4) for tiie Ilnitf/I f ■ . 

riv.. »i.ce large o f 

partly offset by a small i„|lo“ «erc 

1930-5, inflows and outflows of cold^ltermted f^^ 
to year. '■ nicernnted Irom year 

After these remaiks it it: InrAK. . 
drastic clianges in tlie listln<- of *0^ natinm 
was forced in a few months from Class I " p 
to attempt to modify her economic V ^ 

accustomed to a considerable cvcc 
into one that exportc^rfole m " ^ 
position of the United Kin rrrl "c ^ unpoited. The dc- 
Lender to a Credi m Pn Creditor- 

drastic in it eic the mt"'' 

%nres reflect a Lm l tr 

^^erc was „o 4 ;;‘ arirnall “It'; ^ t 
had to devise means of dispensing iff , ”"‘™ 

which they had grown accmtomed ,! '' *’“‘'‘“"‘'’■5 '» 

into withdrawing their canital f. ’ frightened 

whatever the imncIlZ 

mad race to build un a^lart''’ J“”"l 

since this wa 7 e co^ 7 „f„r‘,''" Snrplus-and 

national financial “cy re, 7 'itsel?' TT'''' 

throttled, industrL dislocatin" f 

in every country but m ,f''Pio)-ment followed 

nations-rdifl’to nolv ^-ding 

of no country was any ^ international position 

futility. Beggar-my-Neighbour in its starkest 

period. But condemnadon^f m?™" idiocies of this 
The panic once started nn profit, 

of it, just as L ah’ to be left out 

'«-^a„7Se:77t,n7LiTe7i: 
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blamr on panic alfi'c. An orderly retreat woulrl indeed liavc 
had less catastropldc results ; but a reduction of foreign 
lending and a readjustment of their Balances of Payments by 
both creditors and debtors was inevitable. Borrowing on 
the lines of 1927-9 could not in any case have continued. 
I'lic loans were on too large a scale, to the wrong borrowers, 
and for purposes that made no providon for repayment. 
In the last analysis the blame must be laid on the pre-eaisis 
world, which thought by borrowing to hide its lack of adjust- 
ment and stave olf the necessary reforms, which prclcrrcd 
to hand on to the future a burden of debt rather than a wealth 
of capital and which attempted to restore an international 
gold standard between national economies none of which 
was being directed with international stability as the 
primary objective. In the result, the whole systein of 
international capital, wl.ich might have contributed so 
powerfully to the increase of world-wide wealth, was c is- 
credited. The debtors talked of interest slavery and gloried 
in default, while the creditors vowed to keep their money 
to themselves in future— as if money were of value when 
refused the chance to fructify. And both debtors and 
creditors barricaded themselves in self-sufficient economies 
whose jealousy threatened to be equalled only by their 

^^'^G^dually, however, the adjustments were made. Inter- 
national lending was not resumed on the pre-crisis leve 
indeed it was hardly resumed at all. But in course of time 
the different nations succeeded m getting their accoun s 0 
balance without being compelled each year to throttle thei 
import trade more severely than in the previous year, i 
upward phase of the trade cycle, reasserting itself m one 
country after another, diminished the readiness ^ Warn he 
foreigner for unemployment, and made it possib e to re 
some of the restrictions that had been laid on mternation 
commerce. Slowly the level of prices and voto 0 
trade recovered. The third table, on 380-8 , give 

a picture of the international payments of the '^orld aft 
thL readjustments. Unlike the two previous tables, its 
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figures are not the average of three years but refer only 

to 1937, the most prosperous year of tin's period oi 
recovery. 

The most noticeable feature of this table is the way in 
which the nations had crowded into the middle section of 
Debtor-Lenders or, more accurately, Debtor-Repayers. 
There was very little lending or borrowing going on Of the 
three borrowers shown in the table. South Africa and 
Australia stood in a preferred position toivards the London 
capital market, Poland towards that of Paris. Of the great 
Creditor-Lenders, only the United States was left— and she 
was on y technically a lender, for she was importing gold to 
twice the amount of her Foreign Surplus. Capital was in 
fact flowing into the United States rather than being 
invested by America in other countries, and gold had to hi 
sent not merely to meet the positive (‘ favourable ’) balance 

apital flowing westwards across the Atlantic. The exnlana- 
tion IS that the menace of war had risen in Europe, and most 

rfN™ York ‘’th 7 '""!, ™ 

ot Aew York. The broad picture of the table is one of no 
feh borrowing or lending, and a certain amount of repay! 
ment by debtors (i.e. previous borrowers) which enabled^the 
creditors to import rather than export capital and turn 
themselves mto what we have termed Creditor-Borrowei^ 
t no a picture of a dynamic, constructive system of inter- 
rec^^ ; it is more like a bank in the hands of the 
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NATIONAL BALANCES 


fThc figures refer in the main to the year 1937 : 


1 Balance of Trade, Interest Receipts 
I \-isible and Invisible or Payments 


I Immah'rk I)i lU'uR- 
BoRRO\M-'as : 

None 


II Mati-re Debtor- I 

Borrow Mis : I 

,S(iUtli Alrii a oi) 

Poland 
.Australia li) 

III Dfbtor-Lenpers : 

New Zealand 0 
( './rchoslovakia 
I'inl.uid 
Imlia {b) 

I Denmark 

Norway 
Arei-ntina 
Drill h Past Indies 
Canada rdl 

I 1\’ Immati'RF, Crfimtor- 
I l.FN'nERS : 

I Sweden 

United Slates 

I A’ Mature Cruhtor-Lenpers : 
I Netherlands 


- 

+ 10 
4- M 


4 - 22 
+ 10 
4- 10 
+ s.-i 
d- 2,) 
4 - 

-f-lM 
+ 121 
+ 2al 


+ 12 
+ 277 

- 40 


VI CuFiin-OR-BoRROwi RS : 

Prance 

United Kingdom 



- 62 
- 20 
- 87 


- 21 
- 11 

- 3 

- 10 
- 10 

- 90 

- 43 
-142 


4“ 15 
+ 197 


+ 62 


+ 154 
+ 613 


(u) Canada and South Africa are gold producers; 
eluded in merchandise. 


gold is, tlierefore, in 



OF PAYMENTS 1937 

they are in dollars of the pre-1933 goW parity) 


Balance on 
Income Account 
t{l) + (2)J 
(3) 

Gold 

(4) 

• • 

■■ 

- 39 

(«) 

- 10 

- 14 

- 10 

+ 27 

+ 1 

+ 3 

+ 8 

— 1 

+ 10 

+ 2 

+ 13 

+ 02 

+ 15 

0 

+ 15 

+ 5 

+ 61 

0 

+ 73 

+ 2 

+ 109 

('^) 

+ 27 

0 

+ 474 

-908 

+ 12 

-242 

-157 

+255 

— 174 

-231 


Lending {-) oi 
Borrowing ( + ) 

(5) 

Balance on 
Capital Account 
lW + {5)j 
(>>) 

+ 39 

+ 39 

+ 24 

+ 10 

- 17 

+ 10 

- 4 

- 1 

- 7 

- 8 

- 12 

- 10 

— 75 

- 13 

— 15 

- 15 

- 20 

- 15 

- 01 

- 61 

- 75 

- 73 

-109 

-109 ' 

- 27 

- 27 

+494 

-474 

+230 

- 12 

- 98 

+ 157 

+405 

+ 174 


(i) 1936-7 
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future disruption, while even the neutrals found their 
economic policies increasingly dominated by the need to 
defend themselves and to secure their necessary supplies. 

Figures to illustrate the effects of the war on international 
economic payments are not available for most countries. 
But the scale of the distortion can be sufficiently illustrated 
by the figures for the United Kingdom and for the United 
States. Great Britain was shown in the table on pages 380-81 
to have already been a Creditor-Borrower before the war 
broke out. But the total of its ‘ borrowings ’ (actually they 
were drafts on capital) is there given for the year 1937 as 
$174 million (dollars of pre-1933 goW parity). In 1938 the 
official estimate was £‘]o million. Britain had no right 
to be a Creditor-Borrower, but the amounts involved were 
relatively small. During the war, how'ever, Britain became 
a borrower on a gigantic scale. Not only were British 
external assets, wdicther they belonged to the Government or 
to private persons, sold whenever and wherever a purchaser 
could be found for them, but the British Government went 
heavily into debt to many of its allies for supplies delivered 
and services rendered. The net adverse balance on current 
account, the External Deficit, was as follows : 


1939 

£250 million 

1944 

£050 million 

1940 

804 


1945 

8(5 „ 

1941 

816 

79 

1946 

380 „ 

1942 

663 

if 

1947 

675 „ 

1943 

680 

ff 




The total for the eight years was thus ^5,147 million. In 
1938, the last complete year of peace, Britain’s receipts of 
interest and dividends were £20^ million (on a gross basis — 
that is, without deducting the small payments of interest 
made by Britain). If it be assumed that the capital value 
of these receipts can be calculated at twenty years’ purchase, 
the value of Britaun’s external assets in 1938 comes out at only 
^4,100 million. It is clear therefore that the ‘ borrowing ’ 
in the war years went far beyond mere drafts on capital. On 
the evidence of these figures, indeed, Britain would appear 
to have been turned from a Creditor into a Debtor. But this 
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is not entirely so. Hitherto in this chapter we have defined 
a Creditor as one who received interest on balance and a 
Debtor as one who paid interest on balance. Britain, para- 
doxical though it may seem, is still receiving interest on 
balance ; the official estimate for 1947 shows receipts of 
;Ci45 million and payments of ,{:94 million. The reason for 
this IS that many of the external assets that Britain retained 
(because they could not be liquidated during the war) still 
pay interest or dividends at a commercial rate of interest, 
while the debts incurred either take the form of bank deposits 
m London standing to the credit of the lending nations (or 
temporarily invested in Treasury Bills) on which interest 
IS paid at veiy low rates, or else they consist of the loan made 
by the American Government in 1945, on which no interest 
IS payable for the first few years. For the present, therefore 
Britain must still be counted as a Creditor. But whether 
those to whom the debts are owed will be content for long 
with low rates of interest remains to be seen 

The experience of the United States was exactly the 
opponte All through the war America was the great 
itppher of goods and services of all kinds, food, raw materials 
transport services, finished goods. Much more was seni 

Eaer^l ^“7 *^ *= 

i-xternal Surplus rose to gigantic dimensions : 


1939 

1940 

1941 

1942 

1943 


5 732 million 

1,003 „ 

2,474 „ 

6,504 „ 

11,322 „ 


1944 

1945 

1946 

1947 


• 1 

312,395 million 
8,194 ., 

8,133 „ 

11.276 „ 


ttthcv'o/>Ca(r''H ‘■'filtered to 
P cy of Cash and Carry under which the American 

Government would neither itself make loans to beZerenw 

nor allow its citizens to do so. The Extern Snofe 

.939, .940 and most of .541 therefore msZ 

and intercst-that is, it does Tt Sude P,=>ments of dividends 

Lend-lease and relief allocations. * Llnilateral Payments ’ such as 
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tions to America’s net external capital— in lari, the (ereatcr 
part was met by British and French sales of ^old and of 
sccuriiies rcjcrc sentiny lla ir past investments in Americain 
industiy. America’s ‘ lending ’ in these years therefore par- 
took partly of the form of rec eiviiig repayment of past debts. 
From 1941 onwards, hcjcs'ever, the greater part of American 
exports came under the ‘ lerid-lease ’ system, of which it is 
enough for our present purpose to say that it amounted to an 
outright gift of the goods and services in fiuf:stion. There was, 
howevc r, in the war years, .some Fxternal Surplus that was 
not covered by lend-lease, and whieh conscfiuenlly resulted 
in an addition to America’s net external e.apital. Lend-lease 
was cancelled in the middle of 194,'), and though American 
relief payments, through the L'nited Nations Relief and 
Rehabilitation Administration (Unrra) and other agencies, 
continued for some time, America returnc:d to demanding 
real value in return for her External Surplus. She was, 
however, within limits, prepared to lend other govern- 
ments the dollars they needed ; in particular a credit of 
§3,750 million was extended to the United Kingdom in 
July 1946. 

These net balances on current account, the British ad- 
verse the American favourable, were enormously larger than 
anything that had been known before. A glance at the table 
on pages 362 and 363 will show how large was the increase 
in the magnitudes involved. Yet the comment was made on 
the table that the External Surpluses and Deficits shown in it 
were larger than any international monetary system could 
reasonably be expected to digest. How much more impossible 
to handle are balances of the swollen wartime size. More- 
over, it is not enough to say that they are purely wartime 
phenomena which 'wdll disappear when peace comes. Dis- 
turbances on this scale leave behind them large and lasting 
dislocations. Neither the British nor the American balance 
of payments can be expected to shp back easily or quickly 
into its pre-war form. There will be a strong tendency for 
the British figures to continue to show a deficit ; much of the 
interest income has disappeared, and the export markets, 
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neglected during the war, cannot be recaptured overnight, 
^d there wdl be a strong tendency for the American 
hgures to continue to show a surplus ; external capital assets 
ave been increased, and the enormous development of 
American export industries during the war, forced and 
artihciaf though it was, must have created some new per- 
manent channels of trade. There is thus a problem of the 
pound and a problem of the dollar, both of which will have 
to be solved before the conditions are restored in which any 
smSy''''^ "monetary system can be expected to function 

problems can be illustrated by 
putting the Bntish and American balances of payments fo^ 

1947 a ongside the pre-war figures. The British caparison 
IS as follows (in £ million) : ^ 


Balance of Payments of the United Kingdom {£ million) 



Payments 

Receipts 

Net balance 


1938 

1947 

1938 

1947 

1938 

1947 

Goods 

Services (including Govern- 
ment expenditure) 

Interest and dividends 

835 

143 

30 

1,574 

437 

94 

533 

200 

205 

1,125 

160 

145 

-302 

+ 67 
+ 175 

-449 

-277 
+ 51 

I External Deficit 



- 70 

-675 


between the two years In cn ^ ^ general price level 
Deficit in 1947 was stili the External 

could be ex^ecforif 

penditure of the Government overseas ex- 
million. Moreover the t ^css than ;^2ii 

receipts for goods was upset ^ between payments and 
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some reasons for expecting a further deterioration. Thus the 
level of imports in 1947 ^vas still far below what would 
normally be required ; food was still rationed and raw 
materials very stringently allocated. Moreover, as has 
already been menlioucd, it is doubtful whether a net receipt 
of £^i million under the head of interest and dividends 

can be counted on for the future. 

The problem before Britain of reducing the External 
Deficit to zero— let alone of recovering an External Surplus 
—is an extremely difficult and serious one. It cannot be 
solved bv further cuts in imports, which were already m 
1047 little above the minimum necessary to keep the country 
alive and at work. An increase in agricultural .production 
at home ivill in time reduce Britain’s dependence on im- 
ported food, but it will only do so gradually, to a limited 
extent and at high cost. The only permanent solution ol 
the problem is a substantial increase in the level of exports 
from Great Britain, an increase ranging from 20 per cent io 
Go per cent (by ^'olume), according to the relationship 
between the prices of imports and exports that prevails in 
the future, and the extent to which imports can be dispensed 
with. But to call an increase in exports a ‘ solution to the 
problem is to move far too fast, for there are two sets ol 
questions that have to be answered before such an increase 
can be secured. First, markets must be found for the in- 
creased exports, and this will sooner or later bring up the 
question whether the pound sterling is overvalued or under 
Vcalued. Clearly, if increased sales are to be made, o\ei- 
valuation will have to be avoided like the plape, justps 
soon as the world once again becomes a ‘ buyers niaiket 
that is, a market in which the buyer calls the tune, and can 
buy from the cheapest of several competing sellers. But 1 
is veiw unlikely that the mechanism of the Internationa 
MoneTary Fund or the sharp rvatch that otlier countries uill 
keep on British actions will permit of steihng eing 
lilxTately undervalued in the attempt to stimulate expoits. 
The second order of problems wiU arise the counUy 

fur if more of Britain's production is to be exported, it lollmvs 
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that there will be less than there would otherw isc have been 
for the home market. This means that the British people 
are faced with the alternative of either lo\\'crinc;’ their standard 
of living or else of sharply raising their standard of production 
—a choice which, to judge by the evidence to hand at the 
time these words are written, they find both distasteful and 
difficult. All these connected matters make up the Problem 
of the Pound. 

The Problem of the Dollar is less immediately painful to 
the Americans than the Problem of the Pound is to the 
British, but it will be hardly less difficult to solve. We may 
again start by putting the balance of payments for 1947 
alongside the pre-war figures : 


Balance of Payments of the United States ($ million) 



Payments 

— 

Receipts 

Net Balance 


1938 

1947 

1938 

1947 

1938 

1947 

Goods 

Services 

Interest and dividends 

2,462 

880 

216 

6,047 

2,054 

226 

3,125 

686 

650 

16,022 

2,655 

1,026 

4-673 
— 294 
+334 

+ 9,975 
+ 601 
+ 800 

External Surplus 
(on above items) 





+713 

+ 11,276 

Unilateral Transfers 


3,029 


681 


-2,448 

1 EMemal Surplus (includ- 
ing Unilateral Transfers) 






+8,828 


the Sfir figures in 

.resulting External Surplus shown 
Amerira ime, , But in the peculiar circumstances of 

contrihiiH'e^« fansiew m 1947. This covers the amount of 
^uhons in cash or in kind through lend-lease, relief 
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payments and the liked These payments were not part of 
any commercial transaction— they were part of what Mr 
Winston Churchill called the ‘ most unsordid act in history ’ 
—and it would therefore be inappropriate to include them 
in the current account as usually conceived. On the other 
hand, they were not capital transactions, since they added 
nothing to the financial claims of the United States on other 
countries. The only way in which they can be brought 
within the framework of the conventional balance of pay- 
ments is to state them separately and to give two figures for 
the External Surplus — one without taking account of these 
unilateral transfers, showing the result of the current com- 
mercial transactions, the other including the unilateral 
transfers, showing the balance remaining to be covered by 
gold movements or capital transactions.^ 

Just as we found reasons in the case of Britain for expeebng 
some shrinkage in the External Deficit, so in the American 
case there are some reasons for expecting the External 
Surplus to shrink as the aftermath of the war disappears. 
America was still in 1947 the only supplier of many essentid 
goods, and as production revives elsewhere, it is reasonable 
to expect both that American exports will fall and that 
American imports ivill rise. But here again there are also 


> It also includes charitable and other non-commercial rcniittances made by 
individuals, VN’hich in pre-war years were included (not cLpar- 

vices.' To this extent, the pre-war and post-svar figures are not fully compar 
able • but these items are not large in comparison with the others. 

>'l he eS of die unilateral transfers on die External Surpluses of earlier 
nctCT^ was as follows (in $ niillion^ * 


_ — — — ~ 

1010 

1941 

1942 

1943 

1914 

1945 

External Surplus 

without Unilateral 
Transfers 

Unilateral Traasfers 

fi,oo;i. 

201 

4 -Ud 
1,315 

-1-6,594 

6,539 

411.322 

13,237 

412,395 

13,935 

48,191 

7,081 

External Surplus after 
Unilateral Transfers 

41,399 

41,169 

4 25 

- 1,915 

- 540 

41,113 
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some reasons for expecting the position to get , corse. The 
various forms of relief and reliabiliiation expcmlittircs ccill 
not go on for ever, and American militarj- forces tciU, it must 
be expected, gratlually be tcill, drawn from their ovemea 
smiions. Moreover. America's interest receipts wall tend to 

to b!°rlH''''u’ “ Surplus of the United States 

duced to reasonable proportions? Tlic fust possi- 

of ria^^urSed" goT'" 't 

praiseworthy efforts, ever since the bcginninv'of PresM™ 

, IT 'he Amcr e rtar ff 

Which had been raised to a record level in rnol ru 

ilpssssi 

be shown, in each ncp t-L-af a • ’ ^ bad to 

to gain a m„4 fom th e„ 

Paris to the bargl™ as those 

mcreased imports into the United State^AT 

on both sides of the account may be very ooi r 

economic point of view but it rV i 

the External Surplus ’ Thu if tf 

to be brought into equilibrtml *'] "'^'" Payments is 

(and it would have I be a largj incrSsej'Twm "" 
change in the Congressional attitupt f 
which there is no present sign. ^ ^ 

^^’^^^gAoftheU^tl 7 sflteshm^^ commercial 

whether an import 

complete absence of a p" o" ctTv 1 ‘he 

was already very strong before the ^ position 

the ten years 1929-38 America’s imports^fyol'JeTe^nJy 
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8., r,cr cmt of exports. But the war had a double effect t 
it^sdimtlated the production in America itself of goods that 
ad previously been imported, or of substitutes for imports- 
ti oduetion both of textiles and of synthetic rubber wa 

'.ma’r increased in those ^ 

Amnican manufactures to many markets hat had never 
k, " “ tam before. Before the war, Amenca's favourab 
Wince of riiiW, trade was offset in most years ^ 

1 ' adverse bai ince of iiirfu'We trade. But it is difficult to 
1 l ie net debit on invisible account is likely to increase. 

TP T t 1 Sf- « “"^“TaS 

d ction raih^thln anC?ca!c in°the net out-payment for 

can cross the oceans^anW^Be amoun. that .hey - 

spend in ".''v' fdlow-Americans for their 

they are mote hkd> to b p 
, ransport than if they crossed byship^ Mined!., se^ 

likelv that Government .n«i™ glance of Trade, 

is preventing the cmcrgencemf Hi , 1 ,^ f„es of 

visible and invisible, wli.ch would . pi 
the market were given free i™. B'™ an 

Government "iB'y"'““ “a ,hat, in theory, there is 
adverse b.ilancc about. , 

some ctittilibrinin rate of «eB'“’o J J,.,,. „,„a allowed to 
produce this i”"'!' pp, „i,l,„ut limit an equilibrium 

m m! “ l ed But thi; is not certain even in theory i 

ratewoBiklbeuacbcd. 

and lu practice it can ^ 

nu-ut of the exchanges needed to b n, ^ ^ ^,her 

be so great that the G»ven.nunn - ^ 
comitrirs as well as the Amcnciu. Govi.umuit 
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United States? Some of it ecrtainlv can and slioiild be 
There must he some source of funds lor cmminrs u islmca' lo 
bonow for the purposes ol develupim^ their tr.ule, 'Uic 
International Bank lur Reconstruction and Devdopment 
the second (it the Bretton Woi.ds twins, was found'd for 
precisely this purpose and thouyli in theory it can collect its 
funds fur letuln.g from any sonar, fami any Government or 
from any pnvatc capital market, it is generally agreed (as is 
indeed ob\-ious) that it will, in overwhelming measure, lend 
American dollars only. But once again there arc reasons 
why loans lor development cannot be accepted as a solution 
of he Problem ol tlie Dollar. For one thing, as was pointed 
out on pp. 363 9 with relercnce to the boom in American 
foreign luans in 19.8, the re is a limit to the amount of money 
that borrmvers can employ in really sound projects of Inter- 
national Investment, and to exceed this limit is nierelv to 
invite laige-scale default and a sudden stop to the iirocess 
of lending. Where this limit is it would be dilheult to say, 
but It is probably much nearer $1,000 million a year than 
S2,ooo million. _ For another thing, loans cannorbe a 

Lent in "hich the creditor must 

accept in goods or serc ices if there is to be no default. Thus 

unemfrof f T""' b' “'cred by loam 

unless It IS of quite moderate size. And even so the dav 

w en a negative Balance of Trade must emcroe is merciv 

brurd^H'^^'i"^ of Trade that will then 

be needed made even larger. 

It is no part of the task of this chapter to solve these 

a AkThat e, terminology of an earlier rcclion, there is 

Cr"ditm B„?r ' 8““ “ ‘he status of a 

Dphf R t^ven revert to that of an Immature 

Debt„r.Borro,vcr-„hich would be as paittlul as it ZX b 

.0 Z XiZtr Ind r 

wta- u : there is a risk that the United States 

may feZt'sZZ Creditor-Lender; 

y lip back to the status of an Immature Creditor- 
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Lender— that is, one with a positive Balance of Trade — 
a tendency which the rest of the world, since it could not 
possibly alford to tolerate it, w'ould have to guard against by 
permanently restricting its expenditure of dollars. These are 
the real problems that will have to be resolved before any- 
thing that deserves the name of International Equilibrium 
can be approached and an international monetary system 
can be expected to work. And in each case there is needed 
for the solution of the problem, apart from all the technical 
factors involved, an adjustment in the domestic economic 
policy of the country concerned which its people are likely 
to find distasteful. In Britain there is the inescapable choice 
already mentioned, between higher output and a lo\ver 
standard of hving. In America, Congress and the public 
are likely to be required not merely to permit, in their own 
market, a degree of competition with their own products by 
‘ cheap ’ foreign imports that they have never yet tolerated, 
but also— since that by itself will not be enough— to see the 
rest of the w'orld erect barriers specifically designed to reduce 
their purchases of American goods to a minimum. 

NATIONAL POLICY IN AN INTERNATIONAL 

SYSTEM 

Thus the requirements ot an international monetary 
system do set limits to the freedom with which a countiy can 
pursue its domestic economic policy. But these limits do not 
arise simiily out of the technicalities of the system ; they are 
inherent in the facts of the case. The only pui-pose of an 
international monetar)^ system is to facilitate the smooth 
transfer of goods, seiwiccs and capital between nations. Like 
a domestic monetary system it should endeavour to interpret 
accurately the desires of those who use it without importing 
instability into a position that is in balance. But neither a 
domestic nor an international monetary system can be 
expected to work if it is made the vehicle of incompatible 
ambitions. If every individual in a nation is attempting to 
enrich himself solely by acquiring claims to tlic wealtli ot 
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olhcrs (i c. Sana, wuhout luuM.n-au), or if cad. aalin.i o| 
the world IS dclcrmnud to sell H.c niaxinuini, b„y the 
mmimum, and lend nothin, the monetary systen, hole 
it IS constituted or mana.ed, cannot make sense out of non- 
sense or bung balance out of discciuilil„-i,„n. Those who 

a return to a ng.d international system, such as the 
go d Sloadarcl, and those teho atgt.e in fat our of co , p 
naoonal ntdependenoe and soven iamy „i,h no ohliairi,,, 

Ibiftv of eveh or to ntaintain any 

mistall '"®' 'I'™ ‘1- oqottlly 

The gold standard, or any other svsiem r,r ' i i 
parities, is cfarly table L ” as tfe 
mto a number of separate national eeotjomls ” ch ^ 
puts us national interests first. There is no reason to beheve 
that any of the causes of the coll inse nf tL i . . 

™‘n’; i“ 

when the transiiinn ^ ° ^^^^dard might be patched up 
buttressed with ample eoW ^‘^'^Plcted, and, 

time. But it could some 

function of perform its 

national economies o/earh economy, the 

divergences between th 

large to be bridged b ^ "^^'^nal economics became too 

woL collapse “fsoM, the gold standard 

of the Mt“oi^°”'e anTh‘'’?“®'j“ policies 

as unworkable’ R t ‘hwefore drsmiss the gold standard 

oorreSt hket mh'T “ ‘ "'““S''' ’ 

IS likely to be hardly less unsatisfactory. This 
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lo' s not so sjifol.u ul.irly on tin- siirldoc. Tlicrc is 

notliitit,^ in ;i innn.i'n'd rnrrciic.y to c.ollapsr, nothing to be so 
dnunaiitally sns])(;nd(d, as in a t^old standard. But if the 
task of an international nion' lary system is to encourai^e and 
faeilitate ec.ononiie, interrourse aniont; the nations, tlie post- 
lo'.}! niana.eed currency system failed as completely as the 
eoid Mand.irrl. 1 he nations were indeed free to pursue 
internal polii ies of their own choosing, but the hundreds of 
thousands of unemployed in the exy.on industries bore 
witness to the limitations of the scope lor a purely internal 
policy however well-conceived and successlully execiited. 
Fluctuating exc.hange rates did not restore the natiom 
balances of payments to equilibrium and thereby remove the 
necessity for throttling restrictions on foreign trade. 

It is instructive to eonsider what would have been the 
development of events if there had been no gold standard m 
,020 wlien international lending came to an abrupt end 
Loans constitute demand for the borrower’s currency and 
supplv of the lender’s. I'heir cessation would comequently 
have led to a sudden fall in the currencies of the borrowing 
nations and a rocketing in the exchange value of the lenders 
currencies. The creditors would have found themselves 
unable to seU their own goods abroad owing to the com- 
parative dearness of their money, while they would have been 
flooded with cheap imports from the debtor countries_ Their 
reaction would have been to clap on sky-high tanffs an 
prohibitive quotas, which would have pushed thmr own 
Lrrcncies higher and the debtors’ lower 
already existing divergence. Some debtors qjgt' ky' 
assisted if their currencies had been free to *”'2 

beginning of the depression ; but others were better serve 

Zhe maintenance of exchange stability. There is nore^on 

whatever to believe that fluctuating exchanges wo 
Zckly re-established a real equilibrium or tha they would 
Ze provided a means of escape from the vinous emde of 
higher tariffs, default and further restrictions. _ 

On the other hand, if the underlying conditions are 
of reasonable balance, either of the two extreme systems- 
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complete rigidity or unlimited variation of exchange rates— 
is workable. Each has its defects and its advant.igcs, and the 
choice between them must be decided bv a scrutiny of com- 
parative advantages. The gold standard limits the freedom 
of national monetary policies, but it also safeginirds any 
nation against the excessive instability of which badly mis- 
managed inconvertible currencies have pro\-cd themselves 
capable. Its great advantage is that it assists the movement 
of international capital and internation.d trade, and by thus 
pooling the resources of Man and Nature over the whole 
tvorld, it contributes greatly to the rapid increase of wealth. 
The managed currency, on the other hand, though it makes 
trade and lending between nations difficult, and thus limits 
the extent to which the international division of labour can 
be carried, relieves each individual nation, not of the burden 
of major adjustments due to changes in its position in the 
world, but of some of the minor adjustments that would be 
necessary to keep an exact relation to the ebbing and flow- 
ing tides of world commerce. It consequently enables each 
country to pursue a policy aimed at stabilizing the conditions 
of domestic industry. If the choice between the two systems 
needs to be put in one sentence, we can say that the gold 
standard should ensure more rapid progress for the world 
as a whole, though at the cost of much irregularity and the 
imposition of painful changes on individual nations, while 
managed currencies have an opportunity to reduce irregu- 

lanties at the cost of a somewhat slower over-all rate of 
progress. 


here IS no need to make a choice between the two 
extreme alternatives, for there is now substantial agreement 

between them, and create a system that combines day-to-day 
(and even year-to-year) stability of the exchanges with 

diseqSrijij; f-xi^ental 

This system presents the best hope now visible of providinu 
a foundation on which a new international system^could b? 
built. But, as we have seen, there are many difficulties in 
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the way bclorc the building could start. The problems 
presented by the balances of payments of Great Britain and 
the United States — and doubtless of other countries too — 
will have to be soK ed before the state of near-equilibrium is 
reachediu which alone any technical system can have a hope of 
succccditrg. This, as we have seen, requires large adjustments 
in the economic policies and prepossessions of governments, 
^Moreover, even after these large initial adjustments have 
been accomplished, it will still be necessary for the participat- 
ing nations to accept some limits on their freedom of action. 
They must not, for example, expect to alter the par values 
of their currencies exactly as and when they please. Changes 
in parity will have to command fairly general agreement, 
and will therefore have to conform to an agreed set of 
principles. For example, it will be necessary to agree that 
a nation should vary the gold parity or exchange parity of 
its currency in order to accommodate it to a movement in its 
internal price level which has already taken place, and not 
in order to attempt to induce a movement of prices which is 
considered desirable. Changes in parity, in other words, 
should be designed to move the exchange rate of the currency 
towards the equilibrium rate indicated by the price level, and 
not away from the existing equilibrium in the hope of establish- 
ing a new one. Again, changes should be designed to produce 
an equality between a nation’s External Surplus and the 
amount of foreign lending (or borrowing) it is prepared to 
do, and not to secure a temporary advantage for its exporters, 
with the corollary of an cxcessi\’e External Surplus. In short, 
a system of this sort could only be worked by a form of inter- 
national co-operation inspired by a certain degree of mutual 
trust and leaving room for the exercise of discriminating 
judgment. It is to be hoped that the Governors and Execu- 
tive Directors of the International Monetary Fund ^v■ill 
possess, and will be allowed by their governments to exhibit, 
these qualities. 

The requirements for international equilibrium thus lie 
outside the sphere of purely monetary policy. They involve 
the economic policies of governments rather than the 
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financial devices of Centra] Banks. The fundamental con- 
dition for international equilibrium can be stated with 
comparative ease : the size of the External Surplus must be 
equal to the volume of Internationa] Investment. It is the 
corollaries of this principle that present the trouble. For 
example, governments must learn that the success of their 
economic policy is not to be measured by the size of the 
External Surplus, the so-called ‘ favourable balance ’ on 
income account of the Balance of Payments. On the con- 
trary, part of the difficulties of the nineteen-thirties was due 
to the fact that there were cxccssi\’cly large External Suriduses 
m the nineteen-twenties. ‘ 

The pursuit of international equilibrium does not imiiose 
on governments an arbitrary and inconvenient set of iin- 
peratives-it demands only that they should draw the 
elemenLary- logic of their own decisions. They must realize 
that t IS sheer nonsense to try to build up a large External 
Surplus (or to allow one to arise) and then refuse to make 
loans to foreigners. A nation is entitled to say that it will 
not lend to foreigners. But if it does so, it must d!aw the 

exfctlf Surplus of 

• ■ ^ ^ policy is not inherently ridiculous • 

Aeto^was no"" 'vhich 

^ere was no new lending or borrowing. Tlie rate of 

economic progress in such a world would be sloiver than in 

ne where there was a free international flow of capital-just 

'™"W be^lower if 

large “‘m a' a 

to fee tl aBf jr they most take steps 

forcign td ‘ i" L 

The nnta th- ^ 7 ^ qualify as International Investment 

Lte^a f to have a la7e 

External Surplus ori to refuse to lend abroad. ® 

or oes interuatronal equilibrium iuvolve complete free 
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trade. All it demands is that some adjustments shall be 
allowed, that tarifl's shall not be clapped on to prevent every 
alteration of tlic siaius quo. A policy of international equi- 
librium demands only that nations shall not attempt to do 
individually what is collcctivady impossible. 

These general remarks apply both to lenders and to 
borro^vcrs. They apply \vhethcr there is a gold standard 
or a system of ‘ managed ’ currencies or a compromise 
between the two such as was effected at Bretton Woods- 
the difl’erenccs between the systems being differences in the 
method of application of the principle rather than in the 
principle itself. In the case of the gold standard the duty of 
the managing authority is to see that the adjustments in the 
domestic price structure which are necessary to bring it into 
harmony rvith the world price level arc brought about as 
soon as possible. When exchanges are free to fluctuate, its 
task is to sec that the exchange corresponds as closely as may 
be to the real ‘ equilibrium rate ’ of the currency. And with 
a compromise system, its task is a mixture of the two. Under 
any system, the task is to ensure that the internal and external 

values of the currency are in harmony. 

These duties naturally set limits to the policy of purely 
domestic stabilization outlined in chapter vi. The outer 
world being economically unstable, there is a ne^ssary 
conflict between national and international policy. I his is 
an unfortunate fact, but it cannot be got nd of by deploring 
it So long as a country has any economic relations with the 
unstable outside world, it cannot find perfect stability a 
home, and its policy must be a compromise between the ideal 
policy it would pursue if it were entirely isolated and t 
[deal policy it would pursue if stability of the relationship 
with the outside world were the only thing that m^«eieT 
Fluctuating exchanges do not provide any escap 
this dilemma, although the contrary is frequently sta ed. 
nuctualics rf .he of change value of the pound s.er ng 
are reflected in fluctuations of pnees inside Great Britain, 
:hil e fl of the exchange values of other c~ 

may have serious efl'ects upon the course of British trade 
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and hence upon the ecoaoinic situation at home. A system 
of fluctuating exchanges would reflect the national aspects 
of policy more than the international aspects, while a rigid 
system w'ould pay more attention to international than to 
domestic objectives. But the diflcrcnce between them is one 
of dcgiee, not of kind. A gold standard would impose 
narrower limits upon national policy than an inconvertible 
system, but the limits would be there under both systems. 
The choice is, idcalh, between the long-term acKantages of 
a close association with the cvorld as a whole, wnth all its 
benefits of rapid increase of cvealth, and the short-term 
advantages of being less rigidly bound to follow the ups and 
doiyns of an unstable world. For modern industrialized 
nations, vyith their dependence on foreign trade and with their 
rigid social structure, both extremes — the immutable auto- 
matic gold standard and the inconvertible currency wfliich 
disregards the interests of foreign trade— are equally objec- 
tionable. 


Future progress lies along three lines. The first is the 
development of a satisfactor)- working technique for the 
compromise system set up at Bretton Woods and em- 
bodied in the International Monetary Fund. The second is 
the exploration between the nations of methods whereby 
they can co-operate to bring some stability into their ex- 
chanps of goods and services. A country that is seeking 
stability at home and is apprehensive of the disturbing effect 
of fluctuating foreign trade has only one remedy if it acts 
alone : to cut down its foreign trade to the indispensable 
and therefore stable, minimum. If nations act together there 
may be means by reciprocal long-term agreements or other- 
wise, by which they can stabilize their trade at a high level 
rather than at the minimum. And the third is the pursuit 
in every country of those policies that are most likely to 
produce domestic and international equilibrium in the smse 

F understood throughout this 

b ok. For If the outer world ceases to be unsfable, th 
dilemma disappears. This, in the last analysis, is the crmvn- 
ing justificauon for an international monetary system For 
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forward exchange 

[The followmo section, m the first edition of the hook, formed pan 
of chapter ^ mi It has been transferred to the Appendix since it seems 
unlikely, in the post-war world, to be of more than historical interest] 

It was assumed in chapter vii that the rates of exchange 
between the different currencies are free to fluctuate in 
accordance with changes in demand and supply. It was 

indeed, argued that this is the normal and natural state of 
allairs. 

^ Even mthont limiting the fluctuations of the exchanges 
m any of the ways described in chapter viii and ix. the foreign 
exchange market, in the days when it was free of control 
provided an interesting and ingenious way of avoiding the 
unexpected losses arising out of them. It did this by meaim 
of the market m forward exchange.’ 

The dealers of the foreign exchange market are primarily 
concerned with the purchcase and sale of foreign currency- 
ai^ deposits at foreign centres-for immediate settlement 

orthe ^ ‘ either 

on the day of the bargain or at the latest on the day followinc^ 

hey are, accordingly, called dealings in ‘ spot exchan^ ’ 

concCTned^ But the dealers, in a free market, are also pre- 
pa rf to buy or sell ‘ forward exchange,’ that is they are 

« hange in one month’s, two months’, or three months’ tinm 
to-day s spot mate of exchange, whatever the ‘ spot ’ rate 
may by that time have become. Not exactly at to-day’s r" 
for the forward rate ’ will diverge from the ‘ spot rati > h ’ 

-dtrCk mIIo 

may be S'; 02 - month s forward rate 
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without a Stable world, fe^v individual countries can hope 
successfully to pursue a policy of domestic stability. 

Our survey of the realm of money thus ends with an 
aspiration in the international sphere as in the national. 
Both between individuals and between nations we have 
found it possible to indicate in broad theoretical terms the 
method by which the monetary machine can be prevented 
from running amok and adding its own instabilities to those 
already existing. But in either sphere we have had to add 
two qualifications. Money, in the first place, cannot make 
sense out of economic nonsense ; it is no magic to save an 
irrational world from the consequences of its acts. And in 
the second place, even if the world were sane and logical, 
we have not yet evolved a sufficiently smooth and rapid 
technique of monetary control. In the last few pages we 
have added the further discouraging fact that the best policy 
in one sphere may be hard to fit in with the best policy in the 
other. 

\Vc finish then with no panacea. This book is not a 
programme for the future. It is not a guide to the road 
that lies ahead but a description of the way already trodden. 
If we break off with many loose ends of dissatisfaction, that is 
no more than an admission that our knowledge of the 
monetary mechanism is incomplete and that our control of 
it is imperfect. 

Money is the most wonderful of Man’s social inventions. 
But it is ins invention, his creation, and Man remains the 
master. This is perhaps the dominant fact that emerges from 
our study. For if we can get away from the idea that there 
is magic in money, if we can rid ourselves of the Mea that 
happiness and prosperity depend on money alone, if we can 
reduce money to its proper role as a lubricant for the 
economic mechanism that hlan’s ingenuity directs and Ins 
labour drives, we shall have taken the longest stride on die 
road to understanding the monetai7 system and controlling 
our economic environment. 


aoo 



APPENDIX 


S5.06 or $4.04. These rates would normally be quoted as 
so many cents jircmium or discount on the spot rate. Thus 
a rate of 85.06 for three months’ forward dollars when the 
spot rate was 85.00 would usually be expressed by saying 
that three months’ forward dollars stood at six cents discount.^ 

No\v this facility is obviously of great advantage to the 
trader. To revert to the simple example of chapter vii, 
Mr Brown of New York can safely make his contract in 
terms of pounds if he knows now at what rate he will be able 
to buv pounds for dollars in three months’ time. If on 
I Januaiy the contract is concluded to sell 10,000 yards of 
linen at is a yard, the spot rate being 85.00 =- £ 1 , Mr 
Brown \\ ill be able to ‘ buy ^(1500 three months forward ’ 
from his bank (i.e. the bank will undertake to give him ^500 
in exchange for doll.irs on i -April) at the rate of, say, 85.05 
(if forward dollars are at a discount) or at 84.95 (if forward 
dollars arc at a premium). In either case he knoivs exactly 
how much in dollars he will have to pay on i April ; $2,525 
in the one case, and $2,475 i*^ other. Similarly an English 
trader who has a payment to make in dollars in three months 
time is able by ‘ buying three months’ forward dollars ’ to 
make certain now exactly how much, in pounds, the pay- 
ment will cost him. Neither merchant need concern himself 
with the fluctuations of the spot rate once the bargain is 
concluded. 

But if the device of the forward exchanges removes the 
burden of exchange losses (and the possibility of exchange 
profits) from the merchants and others who avail themselves 
of tlie forward exchange, those losses and profits are only 
transferred and not destroyed. How is it that the banks are 
abh' to oiler these facilities, and how do they fix the premium 

or discount of the. forward rates ? ^ . r 

In part the banks can oll'sct the opposite transactions ot 

their dill'erent customers. Thus, if the bank is requested by 


> The reader should not be mided by the fact that the higlier figure repre- 
sents ' 1 sc oun lor the figure ciuoted is the pric e not of dollars but of pounds 
ancl a rale of i;o6 i.nplies ihaNnore dolla.s luve to be gn en for one pound ; 
forward pounds stand at a premium, forward dollars at a discount 
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Smith to buy $100,000 three mouths’ forward and by Tones 
to sell $100,000 three months’ forward, the two transactions 
can be offset-, a the picturesque phraseology of the market 
they can be marned-and, whate,'er happens to the spo! 
ra c, m three months’ time the profit on the one transaction 
VI 1 equal the loss on the otherd But it will be pure accident 
f the fonvard purchases and forward sales of any currency 
y the public exactly equal one another. There is bound 

part of the business of a bank to take the risk of exchanoe 
uctuations,_ If at to-day’s rate it has sold more forward 
c ol ars than it has bought, a rise in the exchange value of the 
ar will inx.olve it in loss. Similarly a fall in thTdoll^ 
M cau.se loss if it has bought a net amount of forward 

pSn steps to ' cover its 

position. If It has contracted to sell, on balance sav 

itocs" °Buf rr *'r " 

H'SSS?: 

..jwrsL— 

the market were used only to ‘ cover ’ 

nsk on genuine trade or financial transactionLX 

dinepem pales to the two 

enough profit to cover its expenses « 'o have in any case 

1842) 
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tlir riM; of all such trausaciions were ‘ covered ’ in the for- 
ward exchange market— the proniuni or discount on f.rward 
exchanges would probalily never exceed those amounts that 
are iushfied by the didcrcnces in interest rates between the 
separate money markets. But in fact the forward exchanges 
were often, in the nineteen-twenties and nineteen-thirties, 
the prey of the speculators. To sell a currency forward is 
the easiest possible way of speculating on a fall in its value, 
as the speculator has to put no money down until his contract 
matures— he is. in fact, merely making a bet. 
a currency which is expected to rise in value will be bought 
fm-ward. This leads to a one-sidedness of demand or supply, 
which would otherwise be tolerably ecpial. Moreover, even 
those who have genuine contracts to ‘ hedge may refrain 
from doing so if they have reason to expect a movement o 
the .pot rates to their advantage ; this is, of course, almost 
as much speculation as the action of him who is mercy 
bettin<r on the exchange rate, since a trader who fails to 
cover '’a risk which can be covered, and which is not van 
('ssential part of his trade is speculating, whether the nsk 

appears to be favourable or not. 

^ It follows that at times when the exchanges are troubled 
and speculation is rife, the forward exchange rates iverge 
Tuitc sharplv from the spot rates. In the autumn of igST 
for exampk', when the dollar was universally expected to 
decline, Ircc months’ forward dollars stood at t^^dve cents 
discount when the spot rate was $5.05 to the pound. 

"s .ha,. .0 .he in,erve„.ion of <hc spee*» 

anyone who wanted to ‘hedge’ a genuine fo^^hcomii^g 
exchange of dollars for pounds (arising, for example, r 

^ f f Prltish TOods to the United States, or out of 
(r r: t ,:t.fmhruai.cd S,a.es) could do so only 
iTrcos. of selling his dollars X'ir™" 

Sn;' fluemins provided by .he for»-d " 
m kc, oflen broke down when i, was nros, needed, ndeei 
Tlonvard exchanges proved in .he in.er-war years .0 have 
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Other limitatioiis. The market was at all tunes ‘ narrow', 
that is, quotations were available only for half a dozen ot the 
most important currencies, and even in those currencies 
transactions could not always be accommodated- Taken by 
and large, therefore, the forward exchanges provided only 
a hmited and at times exp^sive means of reducing the risk 
fluctuating exchange rates. 

These defidences must not, however, be taken as decisive, 
hn periods other than those of extreme instability of exchanges 
the market in forward exchanges could perform a service 
of consideraUe'Value to traders at comparatively small cost. 
The examples given above have, indeed, quoted premiums 
and discoimts larger than were usual in normal periods, 
when the cost of insuring against exchange fluctuations did 
not usually exceed i or 2 per cent per annum. 
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